
¦

Q.dla.Seminar on Leasing Policy

1

'

*

1

ì

!

7

{



1

#

-#+1

JI

+

++#

Und 2a., 12/2/80

Leasing policy objectiven

Max. ALFa .

b. Equity

.C .

avoiding giveaways.
•Reduring lottery element

Collecting rent

Bewing indy, incentives on productivity, rather than
acquisition of State asset_

Reducing differential advcuntage of accumulatedwealtle

Workability
Bind Ussee & lesson inM...U

d... Avoid ec...waste
i. _Excessive cost.
ii. Wrong timing.

Scrap m.e.r.
Premature int.
Twin__dangus ...

community ofinterest..

Lef. cmai in frustry.)

-use known ress, too slowly.
-start inut. in

new own toofast



w

18

,w

whe

+

11

It.

#

##

#
#+

e. Optunize external impacts

f. Coordinate w. Fed, & native owners

.f.seen an negative by environmentalisti;
as -poutive by developmentalists

Reconcile by a wider diſtriban, of hemefits.

Mar, ALF

Max moving

"

ACE

-A- 1. - LL +i)

C₂

Co

i

PUR

=—-PVR

n

Calendar Time

2

i



A

Ï I

MC

#

alt. leaving methods

a

#problem...

#
#

b.

$80b...

Non competitive.
Giveaway
Premature leaming & produ. The Aroun

Bonus bid

_Erout -und filter.
Lottery aspect.

Regnouve.//et.

more of oil

Then wold the junk for $16. Nu
State deceived buyers, Lost its moral position... Tom.
Kelly.

#
#systems...

Mach exploitation, dunly uleted to entitlement
frudluse Bay, most sold for {bm,$6m,

Mead's claims...
Norgaard's orkeur view,

Recent moves to experiment w. other

3

|



+

## + #

11

c. Rental based on and value.
Theoretically cleal.
alleged adhum problems.
Prudine Bayi

Ludy,

d. Hi royalay participation risk Maning.
Like share cropping
Runoves front and filter
Removes risk.

reserves tux,

As no.
leaders have it.

Criticisms

of bidders. Big advantage.

rence foroff the top, wo allowence
- Iremnativne steut-down

Defers prodes. Future shift
Refer to fig.... 2

4

costs....

_Rent of better deports isn't captured

Mgul, deposits can't be wned at all,
Wild bid's

Unlimited area....



+ Profi't Maing thony Reach)_
#

#

own.

#

+
tt

Hits the button depouts kunder.

#
+

Problems- same as_vicouse Fac
at

__Padding__ _Entuteinment" as prudlyse.
Goldplating

Unrediged. quins, rue defined.

depreciation puthes

Ato_Briggest problems _shoved 1/

1

13

"Taxes" profic of capital - which state clown &

But fut wrive off solver .

on admistrators -

1

5

ļ



7. Martes Copy Croundingpaper - |
Mineral Leasing, Noter used at Riveride. Nov. '15

Use these to improve paper ( &Up Max , rent, like put. owner. I & collectit, too!)
Internalize_ext, too, but prevailingbut prevailing doctrines, you see a

Here we sortsome out.
a. Mar P.V, over time (or I, defending on what is

dozen badforeverygood

more
fixed)

b. Foster the next base -- by infrastr. (2. exple , maybeIp In excess of uniform level.
Avoid spusions MC. Keep ungul rater low, lise

rentals, reserve taxes & bonus bids metend (Reserve taxes might be self-and....
d. Close access,for at least don'tgive tenure as reward for capture)

$

one

as munte aslease forego
e. Don't idolizon subsidize exple.rent as cheap-subsidy. Cost

Apply B/C-mal__
E.g. don't let lesse have rent on condition he reinvents it....

An it,is not a cost. Cipply B/C inala This is aThis isa subsidy.
_This loses rent; I simul_force-feeds K inw_

new _explu...

11) Don't give back rent
·reduces, processes ores at home.

on condition minerminer refines,

I. Avoid Triffining away(Bither, middle, mudale, futter,.

!

A



1. Over decentralizu

A."Regional Dev", subridy to

Legary ofwith, bias for expanding territory

Negative return to more land, viewing society

An Octopus,covering space.

aEl luips X subridy
induces, on has leverage over public int.

-2

more, too specialized, K -int,

_single-purpose.

Also,

weke others badly

Misses as Indian fighters, seeds of new rettlements ? o
& the K is abrentee -owned..

obsolescence.em.
narcissistic.

w tentacler, covering space....

vs. new.

as an organic whole

vast U-J Effect in space.

Evergy crisis has lucked out certain kinds of over-in. - but

obsolite
everyy-dorolerince-I

It discourages devert Not seminal birt

B. Discrim. vs.. on -stream opus.
out

Pvt.nut.

T( Ancillary services also K-uit, &
1.2 % of B.CD lubor_

High -grading ofold.
Chronal.mugulsch Rusty tim con

Hi -cost. fringes..



slow-grading too -of the highe
to

tohowcase, rent

(This may

mine.)

fulls

cause

e.

- 3

tow zero now,

to land. Exponed & holdon
holding costs.L.

Indonesian sliding scale

any

lessee to have to make two passer over same

Manitoba rate base system11 C I price system.

over allowance...for

Reprise Fale

Persuade Crown.cheap...
(1"Your banken insist".

14
25

Jale Jolmson. I tuts High-grade the land &

spread out. Royalties ofwhatever mix fail to apply holding

The Public carries the invisible

a

the cheap

Jalmon.

cost

you

so

erf

eight..

am -n

A is

good play.
need 80 yrs

A

a.J. effect.

Tie up large

In extreme..

to

= 00

large reserver on

enmortize.

cont

the



good but that's

Maim Cty.)

alliest devices for slowing produs:
MER

Boubler

twice as

-4

Excess spacing request. (Andlogy to zoming- some is_

no

economy.

reason to

wells produing face, you

gv..

Alma allown.of

to 40 acres as recent care in--7-

Consider agquz impl. effects. Instead of 1000

have 2,000 producing slow, same output,
the capel criff ofoutput. Each cycle larts.

long. The K inverted inpayroll nests twice as long before review..
In microcosm here is problem of entire

- or more ~

quotes by well capacity.



0. Fed. tax provisions

:) Expenning

100 % tax exemption .

mig.

pimater.. Net effect.i. is

overtimulates imv. in new produ.

__41) Deply, allowance wd speed ure, but overridden by

to A search foris to

-5

In Canada, deplu allowance must be "earned " by

in new will explu__ & devent__

111) Exemption of accrual.

E. Propty.... Fux

ed...be

Less boum, more accrual

Valuers created by vint. in exple, freeofpropty, rux,
:) Resewer largely murtured. Ias possessory ints.they..

[This is ided area to apply self-assunt.]
i) by hole maps& info. access ids., etc,.



automatically

Mgul feeder pipelines & rail lives, tax

bove by viable trunks of system .

F. Claimstaking

No...Sea

6.

Principle of iftv. disadvantage.

G₁ Tutumalizing earnings.
By umpire - bldg. agencies.

H₁ Cheap money

_Eye... Curtel-schemm.&.v.alorizu .
Govt. lessor, often leads
Price - umbulla

Cal. water...

PONYO

wway. Alta.



1. Overdelegation

-1

CPR, Hudson Bay.
Desert Land Act philosophy applied to minerals.

brown neech devices analogous to Wright Cert; or Leorge claffey

& MWC...
(Canada has let midyCrown shid, determine tinning.

take initiative.I tie up Affatime, w/o holding core.)

O.C.S.,.,_ moving in right directions.Ithanks to

( I doubt if Fed. Court_

U.S.

setbacks to imperialism).

will let coastal zone Comm, blockade commence accion state

live.)
i



1

3₁ Over allowance for risk...
Distinguish risk.

Risk

-8.

One clear rule is.

premium proper from reserve

premium is net in come....

centerinity equivalent, on total, ported in

Marge

that

Refers

also mule out lenders ' risk, & " moral hazand"

lendynforfut

capital

to math

do prefer collateral.

But here we discuss just risk of a direct invertor

equity risk.

No widence. Mhesfrom risk, net.
Mining always risky, I always attracted capl.

a small risk premium...

e am

expectation

premium regarded

on in couſse,-greatly As risk,
25 20 % w/oyear,

19. 78 qu WI

for lover.

aam -n.
100 %

a

or

prion

amon .



-9

to Crown sted, not allow high retums on

w/o more evidence that is required.

4 . Over admission of prospecton

Non-exclusive exploring "permits " (l.s.)

I "expl liceme" ( Canada)__

at 10 % $1 +6764
--+

accrual of murecovered K

payback.

in 4h

capl.

Good c.f.. and wd. show that

year,
which later c.f...muit

I J. Underpricing the product.
FAC

An

2 -price system of Canada (.4, actually).
Warte by subsidered: comumus..



Sub feedstock or murzy for later..
Cut down...prode. Treats all producers like low-cart_

produces.
Resules in subridy, including X-subridy

Need to get at

taxing..

6. Confuering Income.I fjor heatReut

Many critics of royalties

" income..

+hiss

-10

fails

"1

to

Lornex & Noranda ,_I_Rainbow Oil .

That limits rate on newt., bes, income includes

capl. Elmais dans havegood effect of forcing subite of
lates for 15, however, compensating for many other biares. ]
return to capt.

K,
attl

Let lessee deduct interest, overhead, etc....

broaden base as hoped.
Teth lessee pool, & X.subridize, & tranfer

on gross recommend

profit by rigging prices, etc.



1. Partial analysis.
Other indien. are faced, too .
Common.. case

reserve taxes.

Uniformity.
can make care

partial.

- 11

of partial analysis

vs. excellence.

-for excellence

High-grading argument us..
28-16 .

is...de

An open jurisdiction.
I let it spread..

royalties too.

1

1

i

1

I



Rob Richards
Chuy. Ladish
Peti Fisher
John Neal

John Clancy
Andrea Cas .



-5

is a notion engraved deeply on the cultural subconscious , inherited
from generations of aggressive , land-grabbing ancestors . Having
already grabbed more than our share it is time in today's crowded
world we recognize this as overdone and concentrate on utilizing what
we already have .

What is it we are trying to accomplish? Development and growth
are not ends in themselves . The tundra lies peaceably until we need
it ; there is no call to occupy it just " because it is there . ' As human

settlement expands we reach a margin where there are negative returns
to more land . To reach beyond is folly , and no less so because our
ancestors did it .

Are mines the first wave of civilization? They are outriders
all right , but they lack the power , which agriculture used to have
(when it was more labor-intensive ) to pull much behind them . Mines
are isolated and narcissistic , not seminal . Mines need single-purpose
rails and ports which they do not share easily. Their location is
determined by geology with little relation to other resources and where
people like to live . Output moves long ways to market . It is a
truism of geography that mines create no great cities .

Mines do require much ancillary capital : rails , roads , power
supply , ports and superports , unit trains , and pipelines are examples .
But these are not shared much with other industries , they tend to be
single-purpose .

Under " regional development " as a philosophy private investment
exerts great leverage over public . When someone finds a deposit way
out in the bush the public chips in by extending utility and trans
portation networks . The marginal extensions are usually heavily
cross- subsidized by the consolidated account bookkeeping that charac
terizes such networks . If regional development remains the lodestar
there can be no end to the submarginal extensions until they shall have
completely drained off the surpluses generated by the rich territory
of the systems . Thus a good deal of the new capital that mines do
pull behind them is a hidden subsidy of negative social benefit .

Mines do of course attract smelters , refiners , and reducers .
But separating metal from oxygen consumes more energy per dollar of

the NewYorksand Londoris perhaps,butsome
** may

11

1

Johannesburg's,Buttes,Calgarys,
refineries,and reductionfumaces,



Isthemarketnotworkingorisenergy useindustries?
beingsubsidized in these

Aluminum consumesvalue- added than any other industrial operation .

some 133 kwh per dollar of value added , compared to about 10 in indus
try generally . Thus processing ores ties up great blocks of scarce
energy and withholds it from higher uses. When the smelters are(it)
running they are known for their high load factors . This achieves some

saving of capital , usually cited as a plus for the smelters . But in
terms of regional development it accentuates their narcissism . With
one consumer using the whole capacity of a power source or line there
is no need to diversify the market to share the capacity . So again ,
subsidizing isolated mines can hardly be justified on the grounds of
spillover benefits fostering regional development .

Smelters and refiners also consume another resource whose value
has suddenly rocketed from the neglected to the exaggerated , that is
the environment . A noisome smelter destroys the amenity value of
real estate for miles around , which is to say the owners of it have
in effect appropriated part of the resources owned by others . Blighting
the land repels people and discourages regional development .

As to employment , mining , often described as B.C. ' s No. 2 industry,
employs only 1.2 % of the labor force . Smelting and refining , too ,
are capital- intensive operations with a low share of labor cost per
dollar of value - added . The property income goes to develop those
other regions like Palm Springs and Palm Beach and Point Grey where
investors live .

B. Discriminating against on- stream operations ..
Governments that control price often pay less for " old " than "new "

production . Prices may be controlled by a regulatory commission (like
the U.S. Federal Power Commission ) or by a government monopsony ( like
the B.C. Petroleum Corporation ) . The British Columbia Petroleum Corp
oration pays 20 ¢ per mcf for old and 35 ¢ for new gas , (raised to 35 ¢ and
55 ¢ late in 1975 ) . Where royalties are used we sometimes find lower
rates applied to newer wells or mines . Saskatchewan uses the tax mechan
ism so new oil brings higher revenues to the producer than old oil .

There is a tough surtax on prices over $ 3.38 a barrel , with exemption
for new oil .

James R. Nelson labels this genus of policies " chronological
marginalism" . It is a spendid example of the fallacy of identification .
old gas is identified with low- cost , rent-yielding gas , and new gas the
reverse . There is a half truth in it when ( real ) gas prices are rising ,
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because newer gas may have required the higher price to meet higher
costs . But half- truths are not good enough . For collecting rent ,
chronological marginalism is like performing surgery with a rusty
tin can .

The high royalty on older gas (or oil or ore ) causes high-grading
there---marginal gas or ores are left in the ground . Even if old gas
is really lower cost , it is only on an average . Low-cost deposits
have high-cost margins , and the policy shuts in these intensive mar
gins of the old deposits in favor of diverting effort to new
Result : over- decentralization , needless scatter and territorial expan
sion.

An important aspect of high-grading is " slow-grading " . That is ,
production plans are shifted to the future because when the fisc
takes a gross percentage off the top from a mine , the percentage
growth rate of the owner's equity rises , by a leverage effect , if (as
is normal ) rising demand and falling real costs lie ahead.

D. Gale Johnson has pointed out that a share tenant has every
incentive to take as much land as his landlord will allow , and skim

1the cream . There is no cost to the share -cropper of using more land .

He therefore substitutes land for effort in every trade -off . He high
grades the land and spreads out .

The Indonesian system proposed for the U.S. by Senator Bentsen
is a variation of chronological marginalism . Here , royalties are low
until the lessee recovers his exploration and some other capital
costs (which may mean a range of things ) ; then royalties slide up
to very high rates . There is a rough intuitive appeal i.e. another
half- truth in the idea . But it is the rusty tin can again . Pro
duction from old units is choked off in favor of getting new ones off
to a roaring start . The result comes to resemble the lives of so many
people : too many starts , too few completions .

Yet another variation is the system currently being introduced
in Manitoba . This operates a bit like utility regulation . A firm is
1

D. Gale Johnson , " Resource Allocation under Share Contract"
Journal of Political Economy 58 ( 2 ) : 111-23 (April 1950 ) .
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given a "profit base " equal to a percentage of its unrecovered capital .

The tax rate on base profits is low , followed by a steep surcharge on

excess profits . As capital depreciates the profit base falls .

ens !Utility economists will recognize the familiar setup that opens
the door to "Averch- Johnson Effect" . The "profit base " is like
a utility rate base . To maintain the base the firms will sink capital
into new ventures , including many that are subeconomic and/or premature .

Instead of collecting rent Manitoba will subsidize waste as it forces the
overdecentralization of mining .

C. Overallowance for amortization
The private owner of minerals is likely to program his extraction

so as to maximize the present value , as he should . The lessee , how

ever , is only too happy to tie up Crown -owned reserves on the cheap ,
if the Crown allows . Then the speculative gains accrue to the lessee
while the holding costs , invisible to most citizens , are borne by
them .

A frequent route to this end is to overstate required amortiza
tion periods . " Long production runs " are worth a lot when " long " means

say five years instead of two. But here we are talking about decades ,
and it makes a big difference , because when decades are involved the
cost of interest totally dominates the cost of capital regardless of
the length of the production run . A passing acquaintance with tables
of compound interest is enough to make the point . The cash flow
required to amortize a capital outlay in twenty years is only a little
more than the flow needed to pay interest on it in perpetuity . That is ,

if you could let a lessee tie up infinite reserves , so his capital cost
could be spread over all future time , his annual cost of capital would
not be much lower than if he had to recover it all in twenty years .

For example if the interest rate is 10 % , then an investor need get
only 11.75% yearly for twenty years to have recovered his principal
plus 10 % on the unrecovered balance .

Continuing the example , if we give him double the reserves , SO

he can spread his cost over forty years , we lower his yearly cash
flow requirement from 11.75 % down only to 10.23%. This gain is



negligible relative to many other factors involved , such as claimed
risk premia which run up allegedly " required " or " target " rates of
return by many percentage points . Table 1 shows some more figures on
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amortization .
In fact , in twenty years a miner is likely to replace much of

his capital anyway , piece by piece . What you accomplish by giving ?Ifitisnow
profitable

toproducehim forty years ' reserves is to delay half your production by twenty
On the plus side you , may deferwillhe years , and half your Crown revenues .

notdontolome of his costs for twenty years ( somewhat less than half of them) ,
there remains a net loss , the delay of his revenues above costs ,

and the delay of public revenues .
capacityat

The world of public leasing is rife with devices to lock up
rentable reserves . "MER"2 regulations are notable . They force
the better deposits to be produced slowly , thus forcing premature
recourse to remote and marginal deposits . In locking up rentable
reserves one loses not only the time -value of the reserves themselves ,

but also of the capital used to discover and prove out and extract them .

That is , the early overhead capital has to be recovered slowly . In
terest accruing on this capital cuts deeply into the net rent available
for the Crown landowner to tap , by whatever means .

Well spacing regulations are of like effect . They require that
each unit of capital combine with more reserves , over more years . Wide

spacing on rentable reserves reduces output per year , inducing prema
ture recourse to other deposits . Of course some spacing requirement or
unitization is needed for a common pool . It is a question of how much .

1950-64 ofAnother bad practice is the one Alberta th This is the wayallocating allowables in proportion to well capacity .
many cartels operate , and of course encourages the construction of
otherwise useless capacity to claim quotas .

Another device , whose ostensible purpose is unclear , is allowing
vast area units on permits and letting a permittee or licensee or

2
M.E.R. stands for "Maximum Efficient Rate " , but there is nothingefficient about it . It is a transparent rationalization for slow
production by ignoring carrying costs , and has no respectable
support among economists . It is a remarkable example of how in
sider technicians , by calling something " efficient " , can intimidate
the public into accepting it .



Table 1 : Cash flow required to amortize $ 1 in ŉ years .

2

c.f.

(1)

n

10
20 .

30
40
00

i
1 e-nii

(2)

c.f.

.163

.117

.106

.102

.100
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i : 10

(3)

Decline of c.f.

.046

.011

.004

.002

$

(4)

2

Decline of c . f .
as percentage

28%

9%

4%

2%

Also known as the " capital recovery factor " , " the annuity
whose present value is one " , and " the instalment plan " .

I



-11

lessee hold the whole area by token activity , or production from a
small part . This pattern has marked coal leases in B.C.

–Plata in vederhana dalam

In addition to wasting rent by wasting capital , policies that
slow down capital recovery sequester extra capital in a form minimally
complementary to labor . Basically , capital combines with labor and
makes jobs when it turns over , that is when it is recovered and rein
vested . Policies like prorating to MER force each unit of capital to
lie passively a long time before being recovered . New wells , instead
of being financed with capital recovered from old ones , now have to tap
outside capital , drawing more and more into the industry . Slow capital
recovery to investors is the counterpart of slow delivery to consumers .
The latter maintains prices , again forcing recourse to marginal
deposits , accentuating the industry's drain on capital from outside .

All this helps raise national unemployment rates by reducing the
flow of gross investment , and hence payrolls , associated with the
finite fund of national capital .

In short , withholding rentable reserves wastes them by delay of use ,

wastes capital by misallocation , and wastes labor by reducing job demand .

D. Federal Tax Provisions
The Federal income tax , as is well known , is heavy on what are

now called " tax expenditures " , that is preferential tax treatment ,
subsidizing exploration . Expensing of exploration investments is a
major subsidy . Most people fail to appreciate the extent to which
time is of the essence in tax matters . The privilege of deducting
capital outlays currently is worth so much it amounts to 100 % tax
exemption . The reasoning is all simplicity . The investor lowers his
tax , and hence his investment by the tax rate percentage of his outlay .

Later he recovers the same percentage of the cash flow . So on his re
duced investment he recovers principal and interest free of all tax .

The fisc only earns a return on its own investment .

The depletion allowance would tend to speed the use of rentable
deposits were it not for prorates ' overriding them.* So it speeds
the search for new deposits without speeding the use of old ones . The

owner still wants his depletion allowance , but in Canada to get it he
must invest in new wells or mines . This makes depletion allowance less
stimulating to extant producers by limiting their control over the

* The depletion allowance permits rapid capital recovery and so tendstomove
production forward . In vil this is not always possible asyou pointout,butitispossible in wilwel should mines then tend to have larger copocities and

For sands (amine)do have an advantage over conventionaboilin alberto.



funds retained . It arrogates part of the stimulus to the purpose of
making money cheap for explorers . Thus a large flow of capital from
producing wells each year is simply forced into exploring and develop
ing new areas and deposits , even though much of it might have higher
alternative uses . Tax law makes it easier to put capital in than to
retrieve it , like putting data into a bad filing system .
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The Canadian tax treatment embodies the idea that the rents of
Mine A are not really income at all if only they are sunk into Mine B.

This entails two dangerous fallacies . One , it invites consolidation
of accounts , loss of identities , and cross -subsidization , all of which

are maleficent devices for having economic winners carry subeconomic

losers , subsidizing the investment of scarce capital into ventures
each of which , individually considered , would not pay In case of
exploring the abuse is redoubled by the pooling of risk , which lends
itself to the same fallacy , simply by pooling good risks and bad

together on the ground they are all " risks " . Two , there is the fallacy
that capital outlays are current expenses .

Some mineral spokesmen allege they require the rent from low-cost
units (often collected in the form of risk premia included in " re
quired " rates of return ) to cover losses elsewhere , and exploring
costs . If these rents were indeed all so expended it would dissipate
the entire rent , meaning all labor and capital might as well be applied
to other resources . There is not much point in that , especially for
the Crown which is left holding an empty sack . Truly , each individual
expenditure should justify itself , stand on its own feet in probability
of success . Any regression from this principle invites cross- subsidy
and dissipation . Pooling has its uses , but when it degenerates into
waste it has mostly abuses .

After one finds a deposit or a field , and before one produces it ,

it normally appreciates . Most economists accept the Haig-Simons
definition of income wherein accrual of value is current income , regard
less of realization . But accrual in value of leaseholds is not taxed ,
despite the Carter Commission recommendations that it be . Other

capital gains are at least taxed when realized , from 1971 , however

belatedly and partially . But what happens to minerals ? Their accrued
value is credited to the owner as a capital asset , and he deducts it

poitions
lame played in the oilindustry which sees firms cominginto tovable

upw jums!firmswith dépletur
* There is a

for
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as a depletion allowance remember he never paid tax on the accrual .
He deducts it even though there may be little decline in asset value
there is little so long as the life index is 15 years or more . And

he ultimately deducts much more than the original historical base value .
It is as one- sided an arrangement as anyone enjoys with the Treasury .

Aside from drawing capital into mining generally , this arrangement
favors marginal exploring more . In the better fields you pay a bonus
for your tenure . The bonus is not deductible it is land acquisition .
Your untaxed accrual is only the excess over the bonus . In untried
fields the bonus or other admission fee is negligible . The whole
accrual goes untaxed (remember that most real investments in exploring
are tax- free via being expensed ) . The arrangement tends to favor
the marginal over the rentable fields .

E. Property tax policy
Capital sunk into exploration on Crown lands creates values that

are largely free of property taxes . The same capital invested in city
buildings would have to earn interest plus property taxes each year
to earn its keep . But dry holes are exempt . Geological maps and files
of costly secret information are exempt . Possessory interests and
occupancy interests are virtually exempt , as are access roads and rights
of way . Marginal feeder pipelines are undertaxed , because assessments
in B.C. are based on load factors , which get lower toward the ends of
any system . Most of the capital and land value used in and resulting
from exploration and development on Crown land simply is not subject.
to property taxes .

Minerals on private land are usually underassessed for property
tax , it is true . But minerals on public land are not assessed at all .
Crown lands being the more remote , by and large , this is a decentralist
force . The more remote the lands are from population , the less jeo
pardy is there of their being subject to school taxes in the future .

It has been alleged that a property tax on mineral reserves.
(such as Saskatchewan now levies on potash , Alaska on oil , B.C. on sand
and gravel , and most American states weakly on all minerals ) will over
accelerate recovery. That is to ignore , however , that a property tax
falls on competing investments . It is the fallacy of partial analysis .
The equimarginal arguments of general equilibrium analysis require that
any investment in deferral of extraction pay the same as other invest
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ments . Failure to tax mineral reserves results in overdecelerated re
covery from rentable deposits ; failure to tax capital in marginal
mines results in overdecentralized development there .

F. Claimstaking
The rule of capture or " finders keepers " that pervades mining

psychology and tradition and institutions contains a strong decentralist
bias . It is a land-grabbing business not far beneath the patina
of legal procedure , and the legal rules reflect this underlying spirit .

Resources firmly under control may be held in reserve . The preter
naturally frantic urgency is to stake out new treasures before those
greedy other fellows . The more precarious tenures get priority .

Thus the United States Federal Government has held much of the
Gulf of Mexico back from leasing , while its foreign tax credit and
military-C.I.A . support boosted explorers all around the turf of other
nations . For a long time , too , the U.S. held Canada in reserve , abetted
by Alberta's restrictive prorate policy* Canada , in turn , has heavily
subsidized subeconomic scouting in the high Arctic , where the nuclear
submarine wolfpacks rove : our national dominion is precarious and
most needs confirmation .

Observe the North Sea . The big strikes are almost all right on
the boundaries between the preserves claimed by the neighboring nations .

One drills at the boundaries first ; territoriality is the name of the
game . Boundaries are always precarious , and unratified boundaries
doubly so . They attract explorers like flies around a pot of honey .

G. Sliding scale royalties
Sometimes we find higher royalties applied to bigger wells or

mines . B.C. and Alberta both apply this rule to oil royalties . The
evident presumption is that large scale is identical with low unit cost .
That is a half- truth , and leads to capricious or random results . It is
another form of tin-can surgery .

To the extent that the presumption is true , its rationale is faulty .
Low- cost units have high-cost fringes , as noted earlier , and high
royalties cause high-grading . High-grading and slow-grading of rent
able units coupled with low-grading and early use of subeconomic units
means overdecentralization .

*To agreatextent thispolicy

1

* See North Sea Oil and Gas , a study sponsored by the Council on Environ
mental Quality , ( Norman : University of Oklahoma Press , 1974 ) pp . 11-28 ,
esp . map on p.14 .

was the result of U.S. restrictions on oilimports,
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The Alberta variation is a royalty rate that rises with the bottoms
of wells : the deeper you drill , the lower your royalty . All the ne
gative force of taxation as a variable cost is brought to bear on the
higher , more accessible , low-cost deposits . One could hardly imagine
a system more calculated to divert investment from the better to the

2worse resources .

H. Internalizing earnings
Suppose the Crown avoids enough pitfalls to collect some rent ,

after all . What next? There is another snare before the public
benefits , and that is the agency in charge . Many officials in charge
of any resource that yields revenues develop appetites to internalize
earnings and build the industry , the professional fraternity , the power
base . They develop in-group , in-house ideologies , complete with
industrial dependencies and constituencies , that tell them it is
immoral for any dollar earned in mining (or forestry , gas , transpor
tation , power , .. ) to be " diverted " to other use . This is familiar
bureaucratic behavior . The anti-diversion provisions require that the
captive capital be reinvested in the agency empire , and that means
overdecentralization again .

B.C. Petroleum Corporation makes an example . To get the premium
price for " old gas " , producers must now reinvest it in exploration
and development . Saskatchewan law and Federal law do the same via tax
policy.

Cheap money
When governments decide to foster something they usually subsi

dize the capital input primarily they find ways to apply cheap money
(rather than cheap labor) . We have seen how tax policy acts to force
cheap money into exploration and early development of new mines ; we
have seen how empire-building officials seek to internalize profits
and supply their agencies with cheap captive capital . In addition , it
is common for governments to lease valuable lands on easy terms to

2.For a history of the Alberta system see G.C. Watkins , " Regulation
and Economic Efficiency" . Discussion Papers Series No. 32 , Dept.of Economics , University of Calgary , 1975 , pp . 4-9 . From 1964 the
well-depth factor has lost weight in the formula , but remains .



-16

to helplarge firms in order to improve the firms ' credit ratings.
them raise money at lowest rates . This is a perennial plea of lessees
seeking easy terms , and governments often go along with it .

Cheap money in resource economics is another decentralizing bias .

The effect of cheap money is to attract and hold capital in mining .

That means earlier inception of new projects , longer planned programs
of development and schedules of extraction , and slower liquidation of
established deposits . The effect is exactly the same as the effect of

In shortexempting mineral deposits and capital from property taxes .

it makes the industry carry too much fat , and spread out like a per
son who overeats and underexerts ..

The use of cheap money in mining has philosophical support from

many persons who think thus to expiate their guilt toward future
generations . The idea is that cheap money means lesser discounting of
the future , and slower extraction . This ignores many points , but here.
we need only note it is self-defeating . Cheap money in mining is going
to slow the use of on- stream deposits , true ; but it speeds the deve
lopment of new ones . Overall it must increase total current output
because it draws more capital into mining . Each mine may produce
slower , but new capital must be attracted to marginal opportunities
until the advantage of cheap money is offset by lower prices and higher
costs .

-

K. Valorization
TheseThe mineral industries are marked by cartel schemes .

usually involve the active cooperation of governments with private
conspiracies in restraint of trade save that when government lays on

Cartel restraintits hands , " conspiracy " becomes " orderly marketing " .

takes the form of partly shutting in and slowing down the superior,
low- cost mines .

I

theFord foundation EnergySindy found strong evidence ofthis
Success in valorization means the seller nets some monopoly rent

on top of other rent . What then will it do with the flow of cash ?

Many things , to be sure , are done , but one frequent answer is to use it.
to underwrite marginal exploring ahead of its time . This squirrels
away capital for the future with minimal immediate impact on price .

But over time the new deposits get quotas , too , resulting in over
decentralization .

(1)not ifthis isprovationing (2)notif additional capitalresultsin higher rentsto landlords

( 3) Ifit slove down theperiod ofproduction it will reduce the average levelofcapacityand
increase the numberof producers butnotnecessarily thelevel of output.
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2. OVERDELEGATION

S

All the foregoing factors add up to a powerful bias to overdecen
tralize mineral extraction , and are to be eschewed and/or compensated
for in administering Crown lands for the general good . To review , the
biases toward overdecentralization are the following : "regional de
velopment " , discriminating against on- stream operations , overallowance
for amortization , federal tax provisions , property tax policy , claim
staking , sliding scale royalties , internalizing earnings , cheap money ,
and valorization schemes .

The Crown should avoid counterproductive meddling on the one hand ,

but should also avoid the other extreme of delegating too much author
ity to one giant lessee , one chosen instrument like the old East India

Co. or Hudson's Bay Co. or CPR with the thought that it can " inter
nalize externalities " and so achieve economies of scale in land

development . Overdelegation is dereliction . We , the government , are
the giant firm to whom this has been turned over . It is our job to
create the institutions and infrastructure within which atomistic

private enterprise can flourish ; but not to let some privileged pri
vate parties create institutions and infrastructure . They would

internalize us .

The only way to find rent is to have competition for land in a
free market . One giant lessee , even if efficient , will not generate
this information . There must be an active market for Crown lands .

The Crown will be guided to right policies among other ways simply

by performing those functions prerequisite to having a viable market

for its lands . To perform this function adequately is challenge enough
for any administrator . It will occupy his time quite fully and very
usefully .

For beginners the Crown should avoid delegating the timing of
issuing permits and leases . There is an optimal time for those , from
the Crown's viewpoint the time when the present value of anticipated
revenues stops growing faster than money in the bank . Canadian Federal
policies have let the industry carry the initiative and tie up most
of the North West Territories and offshore acreage far too soon . If
the Crown were simply to staff up with people competent to decide on
the timing of initial bargaining with permittees and lessees it would
go far toward preparing for needed later functions .
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The

The Crown should not let lessees dictate the size of units put
up for bid . The more respectable , gentlemanly , cultivated and
articulate majors will naturally speak knowingly and persuasively
of economies of scale , financial responsibility , pooling risks , marketingcontacts , lines of credit and so on . That is their interest .
Crown should protect ours , and like a real estate subdivider carve up
the land to maximize the value . If it should err let it be on the
small side , to foster large numbers of smaller competitive firms .

3. OVERALLOWANCE FOR RISK

Overallowance for alleged risk is an easy way to pad capital
costs . It sounds so innocent and reasonable and legal . But it con
verts our rent into their income .

While some

Are risk premia required in mining ? Alfred Marshall wrote " If
an occupation offers a few extremely high prizes , its attractiveness
is increased out of all proportion to their aggregate value . " Lotteries
and sweepstakes and casinos and numbers games yield great returns
almost wherever permitted to operate . Investors buy growth and glamour
stocks and other speculations at very high P/E ratios .
people prefer the steady yield , clearly there is a substantial fringe
of others with a taste for risk and the associated macho . Some choose
crime ; some gambling ; some growth stocks ; and some prospecting . Some

allege that more money goes into mining than ever comes out ; others
merely say the overall rate of return has been low , historically . Neither
view jibes with the claim that capital requires high risk premia to
enter mining .

Sometimes " risk premium " is a clumsy way of saying investors
must make enough from the winners to return something on the capital
in the losers , as well . That is fair enough , but is quite different
from and much more modest than claiming a risk premium on the total
investment in losers plus winners . If the pleader wished to communicate
clearly he could distinguish between a " reserve for dry holes " and a
true risk premium . The former clearly has a rationale ; the latter has
not , while Las Vegas thrives . The former is not income , it must go
to cover losses . The latter is , and may be removed and consumed be
fore there is any return of principal invested . It covers no losses
at all , it merely rewards investors for playing in a game where there
are losses that must be covered some other way .

A
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One often hears that investors "require " or " target " a rate of
return at some high level like 20 % , or they will not play . At the same
time one hears that historical returns have been very low on total
outlays (just as they are in gambling casinos ) . To reconcile these
conflicting claims we have to conclude that the "required " rate of
return is really some vague expression of what one hopes may happen
if all goes well before he will put it to the touch and take the chance
of losing something . "We require 20 % " gives a spurious air of precision
and brainwork to accounting in a very chancy business where actual
returns are lower than 20 % .

All one

As for the risk of losing your ante , the risk premium itself raises
that risk and necessitates itself , a very circular kind of reasoning .
If a man says " I never got back the money I sunk in that hole (I just
earned 20% on it for 25 years ) " he is greatly exaggerating his woes .
Earning 20 % for 25 years without recovering principal is the same as
earning 19.78 % with complete recovery of principal yes , really,
check it out in a set of interest tables or on your HP-80 .
need do is flick up that risk premium the tiniest amount to be able to
say he lost his stake thus justifying the risk premium , in a circle.
of reasoning he can extend as far as he dares trying to get away with .

It is a good talking point because most people are unaware of
the quantitative relationships of interest rates and amortization .
Politicians and publicists learn to throw around terms like "profits "
and "risk " and "payback " as though they knew what they were talking
about but no one other than the odd money- lender stops to define terms
or look at the numbers . So the artful mining lobbyist presents his
case to the best advantage . If he said " We only make 19.78 % on Sour
dough Mines when our target rate is 20 % , boo-hoo " he would weep alone.
as his listeners mocked and jeered . So instead he says "We aren't
getting any payback of our investment " . That sounds much more drastic
and he may win some relief .

This getsA reserve for dry holes has more rationale , as noted .

into the pooling of risks , which is valid up to a point--- the point
being the point where we pool good risks with bad risks . Then we are
engaged in cross - subsidy , and it is time to ask " Who needs dry holes ? "
They are a means , not an end . Each exploration needs to justify itself
in terms of its own individual probability of success . Each success
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needs to yield enough to cover some failures . The question is " how
many? " The risk premium approach opens the door to raids on Crown
rents far in excess of legitimate reserves for dry holes , and converts
a reserve for losses , which is in no way income , into investor income
to take home and spend for fun .

4 . OVERADMISSION OF PROSPECTORS

It has become a cliché of modern resource economics that open
access to common grounds permits overuse . New entrants crowd onto the
open range so long as there is any return above cost--- rent , that is-
until all rent is dissipated . This doctrine had its classical expression
in Arthur Young ( " The magic of property turns sand into gold " , 1770)
and its contemporary revival in Garrett Hardin ( The Tragedy of the
Commons ) .

This principle which is fairly obvious in respect to fisheries ,
grassland , beaches and streets is equally so , but less obvious , in
respect to prospecting . Under B.C.'s Free Mining laws there are free
ranging permits to explore. The "Free Miner " may enter onto all lands
of the Crown and upon any other lands where the mineral rights are
reserved to the Crown , and stake claims , and produce . In the United
States the Mineral Leasing Act of 1920 lets anyone prospect on
Federal lands . Canadian Federal oil and gas policy allows non
exclusive exploratory licenses . Now exploration cost is small relative
to other mining costs , but it comes earlier and the unrecovered
capital claims payment of interest . To earn 10 % it must double every
7 years . So if exploring antecedes development by 42 years , one
dollar in exploring costs as much as $ 64 of investment in development .
Thus premature investment is a form of overinvestment . It piles up a
huge burden of unrecovered capital which later income must repay.

3

The explorer however will try to stake a claim just as soon as
he thinks the claim is worth as much as his outlay . He is the fisher
man and the claim is the fish . The claim has a present value long
before the optimal time to begin producing . The value is evanescent

3 .Michael Crommelin , " Offshore Oil and Gas Rights " , The Natural ResourcesJournal 14 ( 4 ) : 457-500 (October , 1974 ) pp . 463-472. The American
"permit " and the Canadian "exploratory license " are non- exclusive asto location .
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because someone else may get there first . So as soon as the present
value equals probable finding costs , out go prospectors to stake claims .
Compound interest on premature outlays then may well eat up all the rent .

There is a time when mineral land should be swarming with and
supporting many people the time when it is ripe for use . But there
is an earlier time when land is best held in reserve . To grubstake
premature prospecting is to overapply expensive capital to land and
let it consume the potential rent .

5. UNDERPRICING

A common way of sharing mineral rents widely is to underprice
the product . The U.S. Federal Power Commission has done this for years.
with natural gas . In Canada , an exporting nation , no one wants to
share the rent abroad but only with domestic consumers . This results
in the two -price system. The nation has one for oil , and B.C. has one
for gas . Domestics buy cheap , and foreigners dear ..

There are several faults in the system. One is waste by consumers .
To forego a world oil price of $ 10.50 a barrel to sell oil domestically
at $5.50 a barrel is just as wasteful as buying at $ 10.50 to sell at
$ :650 . Consumers use too much of a scarce and dwindling resource .

And who is this worthy domestic consumer we subsidize? Energy is
pretty clearly a superior good . It is the wealthy who own big homes
to heat and big cars to fill . The firms using most energy are those
which have gone furthest substituting machinery and other capital for
labor ; farmers with the most land to till ; and mineral refiners whose
payrolls are a small share of value-added . Burning energy creates noise
and other pollution . Using our not- so-progressive tax system
to subsidize wealthy people to waste energy and pollute the homes of
people who can't afford to buy the scarce unpolluted land is as regres
sive as it is wasteful . 7

An even more common kind of double pricing is the rebate granted
to domestic processers . B.C.'s Mineral Royalties Act (Bill 31 , 1974)
contains an abatement of royalty for concentrates shipped to domestic
processing plants . This is a way of supplying feedstock to local firms
below the world price . The idea is to share rent with labor by creating
jobs .
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teljobs,To create jobs , however , we must lower the cost of hiring labor .

Cheap feedstock motivates substitution of feedstock for labor , for
which there is considerable scope . Rather than a rebate on mineral
tax what is needed is a rebate on wage taxes .

While underpricing fosters wasteful consumption , at the same
time it cuts down production . The B.C. Petroleum Corporation made
a pile of money the first year it assumed a monopoly of marketing gas
for export . Its notion is to collect rent by buying cheap in the field
and selling dear at the border . The trouble is of course that a
uniform low field price fails to distinguish low -cost from high-cost
producers it treats them all like low- cost producers , and suppresses
half the supply .

So in its second year the Corporation is forced to raise field
prices to raise supply . Logically this would soon lead to a non-profit
marketing agency setting a market-clearing price . That is it leads
to the other extreme , the one the industry constantly promotes , of
treating all like high- cost producers . The government cannot let
that happen , however , and one hopes will soon look for better ways to
collect rent .

The lesson to learn is that rent arises because the earth is not
uniform . Low-cost gas can sell for as much as high-cost gas , so
low-cost gas yields rent . The only way to collect rent is at the
source , by identifying the low-cost deposits and charging higher
rents for them .

The kind of thinking that obstructs clear understanding of that
simple , basic and essential point is exemplified in the practice of
equating " rent " and " windfall " . Windfall results from unexpected
luck like the rise of demand for our gas exports . It adds to rent ,
but it is not the whole of rent . Rent exists because land is finite ,
and some is better than other . People pay rent for better land
because it lets them produce at less cost per unit of output . It is
simple and obvious , yet many people overlook it and do great damage as
a result .



4
Two B.C. mining companies report a net income equal to half their

sales : That is one mark of a low- cost , rent -yielding mineral deposit .
Many others report little or no net income at all . It is of passing
interest , in a society threatened by overconcentration of wealth and
economic power , that the rent -collecting firms average out much larger
than the marginal ones . Devices like general underpricing fail to
distinguish the fat from the lean and fail to collect rent . At the
same time they miss a spendid opportunity to strike at the core of
concentration of wealth and market power .

6 .
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CONFUSING RENT AND PROFIT

Some analysts refer interchangeably to the "profit " and the "rent"
of mines . They are not the same however , and this careless usage can
cause confusion and error .

The "profit " from a property is the sum of the true rent plus the
returns imputing to the capital used to develop it . In common accounting
terms , profit equals cash flow less only depreciation .

To find rent we must deduct , in addition to depreciation , the
income of capital . This is the interest on unrecovered capital .
Depreciation and income of capital together are called " capital
recovery " . Capital recovery is the figure shown in Table 1 , column
(2) . It is the percentage a debtor would pay annually to retire a
debt while also paying interest on the unretired balance . In the
present analysis (as in all general economic theory ) , the term
" interest " refers to the return to capital , whether or not there is
explicit contractual interest paid on a debt .

Compactly :

[Gross Receipts] [Current and Ancillary Expenses ] ( 1 )
[Cash Flow] [Depreciation] (2)

(3 )

(4)
(5)

Cash Flow
Profit =

Rent = [Cash Flow]
Capital Recovery = [Depreciation] + [ Interest]

Rent = [Profit ] [Interest ]

[Capital recovery]

4 The firms are Lornex , a Noranda subsidiary , and Placer Development ,a Rio Tinto Zinc subsidiary . RTZ also owns Bougainville Copper , Ltd. ,which in 1974 made $ 236 millions on $ 372 millions sales , or, 63% .has been claimed that Rainbow oil from Alberta " costs less than 10¢
a barrel to find and produce " . (Business Week , July 1 , 1967 , p.71,in " Alberta/Oil " , pp . 68-73 . )

It

#q
workedIn the my information

is that this figure is low.Itshould benearer to 50 %, butitis stilllow
in relation to the price of oil.

company who owned a large partoflarge partof Rainbow,
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In a marginal mine cash flow equals capital recovery , profit
equals interest , and so rent equals zero . However the profit income

going to capital may still be large . We have already stressed in Table
1 and elsewhere that capital recovery is many times depreciation
whenever capital recovery is slow. In mining , capital recovery is often
slow so the excess of profit income over rent may be substantial .

The statesman who should attempt to socialize all the profit of
mine property would drive all the capital out of mining and be left
collecting only so much rent as labor could generate absent capital .

Now it is true we have made mining overly capital - intensive as already
noted , and there is room for some countermeasures . But to drive all
capital out of mining is clearly far beyond the proper goal .

The result of trying to socialize the profit of mine property
therefore would be the realization that it cannot be done . The govern
ment would then retreat to a lower rate , collecting less than all the
rent from low-cost mines and aborting much productive investment . To

avoid this doubly unhappy outcome we need distinguish rent sharply
from profit or income , as shown .

Another important difference of rent and profit corresponds to
the legal difference between a claim in rem (against the thing ) and
in personam ( against the person . ) Rent is a claim in rem against the
mineral deposit , regardless of who the lessee may be , regardless of
his circumstances .

Profit on the other hand imputes to persons (including corporations) .
If they are in debt , profit is a personal concept , net of contractual
interest paid to lenders and may be as low as zero , indeed lower . They
may consolidate accounts and allocate large overhead charges to any
given mine . They may even invest in exploration elsewhere and claim
it as an expense against a local mine . They may allocate cash flow
to reserve accounts and disclaim it as income . They may transfer
profit elsewhere by buying too high and selling too cheap . In short
they may use the whole bag of tricks which multi-nationals use to
outdo natives .

The advantage to the Crown of tapping rent rather than profit
is evident . The Crown need only consider the circumstances of the mine
alone , and one mine at a time . Losses on other mines and businesses



are not our concern , nor is the overhead of the New York or Toronto
6headquarters .

There is another legal aspect of rent which is of immense impor
tance to the Province . The B.N.A. Act clearly sets aside the income
of lands as a Provincial preserve . That means rent , rent not commingled
with interest or wages which Ottawa may tax . It is by failing to
define and insist on the distinction between rent and other income
that the Province has played into Ottawa's hands and made its revenues
vulnerable to raiding .

The armor of the Crown land Provinces is Section 125 of the B.N.A.
Act : "No Lands or Property belonging to Canada or any Province shall
be liable to taxation . " The section read apart from its context might
be interpreted very broadly , but has not been . In Attorney-General
of British Columbia versus Attorney-General of Canada Section 125
did not override the right of Ottawa to tax liquor imports of a
Provincial Marketing Agency , for example . The rather tangled line of
judicial reasoning is expressed by Professor Gerard La Forest in part
as follows : " Section 125 does not provide a general immunity from
taxation to the Dominion and provinces . Only their ' lands ' and
' property ' are exempted . ... section 125 was intended merely to prevent
the use of the taxing powers by either the federal or provincial
governments in a manner that might impair the control of the other
over its property ; the taxes imposed there (on liquor in B.C. ) were
justifiable under the trade and commerce clause which ... were not
affected by section 125. " Section 125 deals with " not taxation in
general , but the liability of property to taxation ; " ..

6

7 .
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(1924 ) A.C. 222

7

If in the process we create a small bias in favor of resident
owners , there are plenty of biases against them that want offsetting .
Fostering local ownership is consistent with public policy and inthe interests of the Province . Indeed it is undoubtedly in theinterest of the whole world to strengthen small , decentralized ,
atomistic enterprise against the octopi of high finance and absentee control .

8.
G.V. La Forest , The allocation of Taxing Power under the Canadian
Constitution (Toronto : Canadian Tax Foundation , ( 1967 ) pp. 150-53 .
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Finance Minister Turner made clear his position that provincial
royalties had taken on the character of " disguised taxes " . The Provinces
held that they were " reservations " , an incident of property , and not
taxes . Yet it is hard to maintain a general royalty is an incident
of property when it is collected at the same rate from production on
valueless as on rich rentable property . It is not related to land
rent or value so closely as to labor and capital inputs . That the
Federal view prevailed reveals the weakness of commingling rent with
wages in the royalty base . Royalties are not based on land value or
land income , but on gross activity , an even broader base than property
income . They proved easily raidable . Marketing agency profits are
just like royalties , and they proved raidable . But property taxes and
stumpage , which get closer to being direct taxes limited to land income ,
have not been raided . The Province must disaggregate and impute
rent , to save its own revenues . Economics is the art that shows how .

In the unlikely event that Section 125 should be cast aside
completely and the issue turned over entirely to current electoral
results , there is another and nearly invulnerable defense line , one
that is also good economics and good administration . This is to alienate
Crown lands , selling the fees for a good price to the highest bidders ;
but subject to property taxes at a high rate . Property taxes are
certainly deductible , by law and long custom . The Government that
disallowed their deductibility would have to answer to massive electoral
powers in all ten Provinces .

The Province that regards alienation as taboo locks itself out
of this option . That is a mistake . Taxation asserts the Crown equity
in land just as surely as do rents and royalties , and there is plenty
of history to show that private taxpaying holders of fee simple title.
can manage property as well as lessees , occupiers , licensees and
tenants of the Crown .

7. OVERLOOKING THE TAXATION OF NON- MINING INDUSTRY .
A good deal of industry pleading , and some scholarly analysis as

well , proceeds on the implicit presumption that other uses of labor ,
land and capital are not taxed . If one overlooks that fact it is
easy to conclude that taxes or royalties or other charges drive resources
out of mining or distort decisions . But in fact there is only an

~
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resource uses .

!

anti- mining bias when mining is taxed heavier than alternative

Indeed , with that in mind it might almost seem that a perfect
system of collecting mining rents , if we could create one , would be
in its very perfection imperfect because it would draw too much labor
and capital into mining . The taxes on other uses of labor and capital
are clumsy and onerous , and if we should collect rent without the excess
burden of aborting marginal increments of labor and capital we would
destroy the " second-best " balance and overintensify mining land .

That is a dreary doctrine which bids us endeavour for mediocrity and
scorn perfection . Fortunately it is false . The reason is that
one Province is a small part of the world . A perfect system of

9collecting mining rents would attract extra labor and capital into
mining , true : but the net extra labor and capital would come from
outside the Province . Each immigrant would improve his own lot and
also generate some rents for the Crown . Even though we ended with
mining overdeveloped relative to other industries in the Province
we would all be better off .

Other Provinces to be sure might lose tax or other revenue from
the marginal people lured our way . But we have no control over
their policies ; we can only presume they are doing what they think
best for them . They always have the option of emulating our policiesif they think them in their interest .

There may be proper applications of " second-best " reasoning ,
however . One has to do with allocating land among competing uses .
A Province can draw on the world capital pool and national labor pool ,
but its land is fixed , so the foregoing lines of argument do not
apply to land . If we achieve a perfect tax or rent- collecting policy
in mining , but not in forestry , we will lure land from forestry into
mining . There is only limited competition for land between the two ,
but there is greater competition of mining with recreation and agriculture .
As we aspire to improve mining policies therefore we need look to the
margins of competition for land and improve policies in other

9 . Not extra relative to now , but relative to a hypothetical system ofuniformly burdensome taxes on all industry .
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industries . Alternatively we might strive for uniform suppressiveness
in all industries , and drive people and capital out of the Province .
Anti-growth forces may prefer this course , but one may doubt that the
people who drive are morally superior to those driven . Uniform
suppressiveness is not practical to achieve in any event .

A kind of partial equilibrium argument commonly made against
royalties is that they cause miners to high-grade deposits . There is
much truth in that but it is too partial by a far piece .

There are also many subsidies that encourage low-grading . One is
the depletion allowance in both Federal and Provincial income taxation ,
which is a negative royalty . The rate is high compared to most
positive royalty rates . To make a big issue of royalty- induced
high-grading while overlooking the larger and opposite effects of
the depletion allowance would be misleading . The greater problem
with royalties is that they substitute for cash delay rentals and
bonus bids , and cause lessees to hold too much good land too cheaply
without pressure to use it .

Another subsidy is in transportation . Freight rate schedules
nearly everywhere follow a " value of service " rather than " cost-of
service " principle , resulting in a large cross- subsidy favoring
primary producers . Secondary and tertiary producers whose goods
have a high labor content carry the cost for primary goods of highland content . Like the depletion allowance the subsidy varies as
a function of output .

10

Another encouragement to low-grading is the complex of taxsubsidies and other provisions treated herein which pump cheap capitalinto mining . Some inputs complementary to capital like energy aresubsidized too .

What is not subsidized in mining is the labor input . The
problem is not lack of encouragement to mining , but unbalanced
encouragement . The net result of the various forces is not a bias
against mining , but a bias against labor . Mining is too capital andland-using , and undermanned .

10 .
Capacity-to- serve is a fixed subsidy , as well . The annualcarrying cost of track serving intermittent miners is carriedby the steadier parts of the system .
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The bias against labor is not peculiar to mining . It continues
right down the line to the consumer . Payroll taxes pervade, all
of economic life ubiquitously , collected in advance with an iron and
unforgiving hand .

One cannot study our tax laws without concluding the Parliament regards
giving and accepting employment to be a social evil , like dealing in
liquor or tobacco , to be discouraged by heavy discriminatory taxes
coupled with rewards for abstinence . Payroll taxes on miners do not
therefore drive labor out of mining peculiarly. Rather , payroll taxes
everywhere cause employers to prefer capital , and potential employees
to prefer welfare .

Coupled with minimum wage laws and union wage scales , payroll
taxes cause employers to high-grade the labor force , leaving marginal
workers on the bench , or Unemployment Insurance , or early retirement ,
or extended adolescence , or police blotters , or frequent strikes , or
in doll's houses or other forms of involuntary idleness . This is
the kind of high-grading that the total tax system induces . This
is a true social problem and a giant one , created by inept policy .
The other kind of high- grading is something of a figment by comparison .

Now in a world of heavy payroll taxes , what is the effect of
net subsidies to mining?: Downstream of mining there is great scope
to substitute feedstock and energy for labor--- to produce goods of
higher resources content and lesser labor content . That is what the
world has been doing ; using lots of resources and high-grading its
labor . Net subsidies to mining help cause that . They make raw
material feedstocks too cheap relative to labor .

Surveying the total system royalties do less overall damage than
a partial analysis would suggest . They still rank low among policy
choices , but analyzing the total system forces us to put a higher
priority on abating the system's overall bias to cause substitution
of primary feedstock for labor .

8. OVERCONSOLIDATING ACCOUNTS

We have mentioned this before in connection with underpricing .
The strong use the weak as front men or front widows , often enough .

Holders of low- cost deposits pass off high- cost marginal deposits
as typical , so all income of property may be regarded as functional
and necessary. The way to beat this game is to disaggregate , to
analyze each deposit separately .

I
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A firm or public agency with many deposits , some rentable and
some poor , consolidates its books so the rents are soaked up by the
costs of the poor . This is especially worthwhile for the firms if
the "poor " are merely premature , and capital outlays may be passed
off as current expenses . Consolidating accounts lets the rich look
poor to avoid taxes ; and lets the unfit look viable to justify their
continued existence .

Again the answer is to disaggregate . Large firms will justify
their keeping high rents on the grounds of losses taken elsewhere ,
as though losing money were à social service . The objective of a
government leasing lands should be to collect all the rent from rich
lands and let the poor ones go . There is no call for any cross - subsidiz
ing , and if there were there is no private corporation with the moral
authority to do it for us .

There then are eight common errors to avoid in the effort to
maximize and collect rents from Crown lands : overdecentralization ,
overdelegation , overallowance for risk , overadmission of prospectors ,
underpricing primary products , confusing rent and profit , overlooking
non-mining taxes , and overconsolidating accounts . Reviewing them
one appreciates more fully the proverb " It is easier to face a
common enemy than to share a surplus . " There are so many inane
ideas about how to share a surplus it is no wonder that many polities
cannot stand prosperity . Toynbee's A Study of History suggests it
has not been the common enemies but the ineptly shared surpluses
that destroyed great civilizations .

This paper has been an attempt to clear ground , to dispose of
fallacies and diversions so that we might then focus on the sub
stantial real problem of how to collect rent from Crown lands . While
the writer chafes to address that topic in a positive way , limits of
space and time preclude it here . Prudence , too , might suggest
that he defer to his co- authors who are so well equipped to do the
job.
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OBJECTIVES of GOVERNMENT POLICY in LEASING MINERAL LANDS

Mason Gaffney

1

" The statesman who should attempt to direct private
people in what manner they ought to employ their
capitals , would not only load himself with a most
unnecessary attention , but assume an authority which
could safely be entrusted to no council or senate
whatever , and which would nowhere be so dangerous
as in the hands of a man who had folly and presumption
enough to fancy himself fit to exercise it . "

Adam Smith

The statesman in charge of leasing vast Crown lands might seem
forced to direct private people how to employ their capitals , and their
persons too . He certainly has the power , and he certainly has the
responsibility to use his power in the Crown's interest . But there
is a way to do so without being arbitrary , capricious , meddlesome ,

subjective , tyrannical , or inefficient . The best to serve his citi
zens , the statesman should act much like a private landowner maximizing
his net income from lands . He should resist being tempted to use his
power to manipulate and control , foster and suppress , divert and
channel , reward and punish on the too easy presumption that the market
has no rationale or normative value of its own . Generations of econo
mists have established that it has , and governments seeking to improve
on it need face a certain burden of proof. A landowner maximizing
the net income from lands is tolerably likely thereby to be directing
them to their highest and best use -- the use meeting the most human
wants and needs . Net income after all is a measure of the excess of
benefits over costs and that is what it's all about .

The official who grasps that concept may then identify many costs
that some people dump on others , and benefits they bestow on each other .
He may seek to internalize these externalities in his planning . But

as one surveys the dogmas that hold sway in many professions concerned
with land use he sees a dozen bad ones for every good one . It is the
rare official today who can sort these out well enough to improve on
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the market . This paper is an attempt to help with the sorting . But
the improvements that are possible consist mainly in helping the mar
ket work better , not in rejecting it .

In Canada a Province owning land may be subject to Federal
sanctions when it sets about collecting resource revenues . In 1974

John Turner , Minister of Finance , advanced a budget in which Pro
vincial royalties were made nondeductible for Federal income tax .
Government fell , but the ensuing election made the new rule stick.
A Province must proceed with one eye on the constant power struggle
on this front . We will show however that the most economic ways of
collecting rent are also least vulnerable to being declared nondeduc
tible .

4

The

First ,A maximizing landowner does not simply "maximize rent " .

there is intertemporal interdependence of rent , and the objective is
to maximize the present value of net land income over time , not the
rent of any one year. With minerals especially , timing is of the
essence . That means not just when to produce but also when to explore ,
when to begin , how fast to produce , and when to stop . Second there
must be a rent base , which presupposes public investment in infra
structure and private and/or public investment in exploration . From

the Provincial viewpoint this need is eased by the over-proclivity of
Ottawa to subsidize both exploration and infrastructure and the Province
will frame its best strategy vis- a-vis Ottawa by knowing how to ex
ploit this knee -jerk in the other team . But whoever does it it must
be done .

Third , we must find ways to collect rent while preserving its
total amount . This means avoiding heavy dependence on high gross
royalty rates which destroy marginal incentives . We need other
means to collect most of the rent , for rent is 60 % of the gross value
of very low-cost mines , and 0 % of marginal ones .

Fourth , the land administrator should avoid dissipating rent by
fostering or allowing excessive and premature investment . Land can
be overdeveloped and prematurely developed as well as the reverse ,
and it is net , not gross rent one should maximize . Our "Free Mining "

regulations make prospecting something like fishing on the open seas
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with unlimited entry , attracting new boats or prospectors until
the average entrant can earn nothing above real costs , so there is
no rent remaining . At the same time the land manager who puts re
serves in cold storage should distinguish clearly between merely
establishing tenure control to maximize net rent and wielding market
power to raise prices. The second is of negative social benefit when
consumers are included , and of questionable benefit to the would-be
monopolist unless he be exceptionally lucky and astute .

.

}

Fifth , we should avoid dissipating rent by letting lessees have
it on condition they plow it back into mining or exploring . This
is in effect treating a capital investment in Mine B like a current
expense of Mine A. It diverts rent from lessor to lessee , and force
feeds capital into new mines below the social opportunity cost . Again ,
we should avoid dissipating rent by allowing rebates for domestic
refining and consumption . The purported goal of subsidizing domestic
secondary processing is to generate employment . But cheap feedstock
induces substituting feedstock for labor . To foster jobs we should
allow a wage credit , not a raw material credit . Fostering secondary
industry to "develop resources " is a way of dissipating rent , not
maximizing it .

Sixth , we should check and control the common itch just to meddle
and manipulate . Robert Triffin has said that excess profits are
either competed away or " imputed away " as rents . To that we should
add they are often piddled away . A common kind of frittering is the
luxury of indulging uneconomic ideologies by officials who control
resources . A classic example is the " even- flow " doctrine of the Forest
Service , embedded in the Hanzlik Formula . Mining laws are replete with
provisos where you pay less in return for doing this or that with
supposed benefits to society . Redistributing wealth is a frequent
rationale . Many a man with a little market power rationalizes his
policies by assuming the mission to play Robin Hood , or perhaps
God's Avenging Angel within his little sphere , rather than to use
resources efficiently. The result is neither efficiency nor equity
either , because equity far outreaches any one local industry . The
official usually has no commission to impose his subjective concepts
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of equity on others , and may only be putting a good face on self
interest in any event . The manager serves society better simply by
maximizing the bottom line .

Subject to such provisos and understandings , the objective of
government policy is to maximize rent-- and then of course to collect
it . Rent is by definition a surplus above the return required to
motivate production . It is equally well defined as the return imputing
to land . In either concept it is essentially the fat without the lean.
The less of the lean one cuts into by clumsiness , the more of the fat
he can secure without impairing functional incentives . I

The positive art of securing rent from minerals is the subject
of other papers . Here I begin by clearing the ground of common and
characteristic errors and blunders to avoid : errors embedded deep
in our institutions , rhetoric , and cultural baggage ; errors that pre
clude any rational effort to maximize welfare . I define eight of them :
1, Overdecentralization , a hornet's nest of at least ten likely
blunders to commit in the effort to collect rent ; 2 , Overdelegation
of public authority to private giants ; 3, Overallowance for alleged
risk ; 4 , Overadmission of prospectors ; 5 , Underpricing to domestic
users and consumers ; 6 , Confusing rent and profit ; 7 , Overlooking
the taxation of non -mining activity ; 8 , Overconsolidating accounts ,
letting the strong hide behind the weak as to equity , and the weak
behind the strong as to viability .

1. OVERDECENTRALIZATION

Overdecentralization is a transcendent bias in resource institu
tions . The bias makes us produce too little , too late from rentable ,
superior deposits ; too much , too soon from marginal and unripe de
posits ; and on the whole to carry excess inventories of half-developed
deposits and fixed capital along with inadequate working capital and
flexible capacity to meet surprises . Overdecentralization has several
causes and aspects .

A. "Regional development . '

The positive value of pushing back frontiers and opening new land
:


