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The revision of the Brazilian Min-
ing Code has introduced some im-
portant changes in the mining legal
framework, becoming effective af-
ter January 1997.! From an inter-
national viewpoint, the most ac-
claimed change is that there is no
longer any distinction between a
Brazilian company and a Brazilian
company of national capital which,
in fact, after 1988 had precluded
foreign investors from controlling
mining operations. However, other
“relatively minor” adjustments
may have, in the medium term, a
significant impact on the sector’s
attractiveness matrix, especially
when focused from the Brazilian
private sector interests.

Eduardo Vale, mineral economist, director,
Bamburra — Planejamento e Economia Min-
eral Ltda. E-mail: bamburra@highway.
com.br. Anténio L. S. Carvalho, lawyer; presi-
dent, Brazilian Mining Associates Consult-
ants Ltd. E-mail: alscarvalho@aasp.org.br.

12

ARTICLE

The objective of this article is fo analyze
selected changes recently contemplated
by the revision of the Brazilian Mining
Code from a mineral economics point of
view. Except for one of these changes,
the others specifically focus on explora-
tion issues not addressing concession as-
pects.

The fundamentals of the Brazilian
Mining Code, currently in force in Bra-
zil, in terms of principles and operating
guidelines, were originally established in
1967. For a long period, although several
amendments had been made, reasonably
good common sense had prevailed re-
garding the mining code, only requiring
some specific and localized adjustments.

At that time, when viewed from cer-
tain angles it could even be classified as
advanced in relation to the Third World
context. In general, the problems and dis-
order that had arisen should perhaps be
traced more to administrative, political
and/or capital and qualified human re-
source availability constraints, prevent-
ing government authorities from fulfill-
ing their tasks, rather than to an explicit
need for a more in-depth legal revision.

In the 1980s, although on a par with
the new challenges confronting the min-
ing industry? and new responses and ap-
proaches being demanded from the gov-
ernment authorities, several problems
have already been detected and added to
a mineral agenda for future revision.
During the 1990s, in the wake of the
worldwide revision of international min-
ing codes and given the new situation
where private companies were to play a
prominent role, the Brazilian mining
community became aware of the need
and opportunity to perform a comprehen-
sive reform committed to making the
Brazilian mining industry more attractive
to foreign investors. In these terms, the
revision was undertaken to solve old
problems and adapt the laws to a new
business environment consisting, to a
large extent, of another set of objectives,
priorities and challenges.

The article concentrates on specific le-
gal issues selected from the revised legal

framework, but which offer a follow-up
cross-section evaluation from a mineral
economics perspective. In fact, we be-
lieve that the impacts arising from this
revision are pending evaluation in eco-
nomic terms, though a deeper apprecia-
tion of their overall importance will
probably require several years of obser-
vation. Moreover, by adopting a liberal
stand again towards foreign mining com-
pany operations, it is expected that, in the
medium run, other adjustments are going
to represent a major factor in the upgrade
of the mining sector’s attractiveness to
Brazilian mining companies, specially the
small to medium-sized industrial mining
operations. On the other hand, for larger
operations, in the case of the production of
non-tradable minerals and sectors which al-
ready have a competitive international
edge, the downstream industry-related ac-
tivities will receive comprehensive stimu-
lus to backward integration.

The article also comments on the latent
derived demand in terms of mineral eco-
nomics capabilities — expertise and avail-
ability of strategic information — and
some new legal issues will force the gov-
ernment to exercise a larger portion of
discretionary power.

In conclusion, on the whole, some im-
portant features, such as concession limit
and resources and reserves concept, usu-
ally considered when analyzing mining
legal frameworks, are reviewed but are
not included in the Brazilian Mining
Code revision. With this referential in
mind we now address the highlights of
the reform.

Highlights of the reform

In a general and concise statement in or-
der to shed some light on the added value
caused by the review and modernization
of the Brazilian Mining Code, we have
chosen to look at six important vectors of
change as the fundamental outlines from
the reform; foreign control, fee for explo-
ration permits, mining company special
permit (MCSP), limitless exploration
claims, mining limit concepts, and nego-
tiation of exploration rights.
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Foreign control - Taking into account
the flow of foreign mining investments
accruing to Latin America, probably the
most important legal amendment was
made at the Constitutional level when re-
turning the permission granted to foreign
capital to assume the control of mining
operations. After 1988 the new Federal
Constitution expressly granted the exclu-
sive right to Brazilian companies of na-
tional capital and Brazilian citizens to
explore and exploit mineral resources,
making a distinction from the Brazilian
company concept that embraces the pos-
sibility to be controlled by foreign capi-
tal. With the Federal Constitutional
Amendment No. 6 issued on August 15,
and becoming effective in January 1997
this dual approach is no longer applicable
and in general Brazil is at the same level
as its neighbors.

For an emerging country with an ex-
tensive territory and severe lack of risk
capital this discrimination against for-
eign investors was somewhat like a kami-
kaze policy. At the margin this opportu-
nity cost imposed on the Brazilian socie-

ty can be inferred at first glance by: less
geological information being available,
less exploration and exploitation busi-
ness opportunities offered and less in-
vestments all along the industrial
chain.

Excluding the influence of the reces-
sional economic climate during the 1988-
1996 period, a major exit of foreign com-
panies was observed with a strong down-
turn in the level of exploration invest-
ments. A comprehensive example is the
behavior of gold exploration. During the
1978-1997 period about MUSD 1 200
was invested in gold exploration repre-
senting an annual average investment of
MUSD 61 (Figure 1).3

In this period about 70 per cent of the
total amount was concentrated in the first
eleven years (1978-1989). After 1988 the
downturn in the curve reflecting the de-
cline in the Brazilian mining investment
climate is quite evident. After 1991, with
the significant flow of investments being
directed towards Latin America, a con-
sistent reversal leveraged by the revision
on the Brazilian Mining Code in 1995,

Figure 1. Investments in Brazilian gold exploration
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which pointed to a speedy recovery to the
higher levels observed in the past.

Fee for exploration permits — In the
past, this fee was charged for exploration
permits, but was suspended in 1992 with-
out any apparent logical reason. Its re-
introduction intends to charge additional
costs on speculation concerning larger
tracts of attractively minable areas, and
offers as a side benefit an incentive to
adopt a more dynamic stand in carrying
out exploratory work. The fee consists of
a fixed component sum of approximately
USD 250 charged upon application and a
variable fee, to be charged on an annual
basis, of USD 1.00 per hectare of explo-
ration permits in the first three years, and
USD 1.50 after this initial period.

Nowadays, excluding some special re-
gions such as national borders and envi-
ronmental reserves, Brazil’s territory is
literally covered by exploration claims
and permits. To a large extent, we can
correlate this situation to the free access
status to exploration lands that was facil-
itated in the past. As an example, several
companies in the North and Mid-West
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regions have been blocking off large
tracts of land, in certain cases covering
million of hectares, under an exploration
permit status. In addition to represent a
potential venue of high economic cost
generation this behavior has been exert-
ing tremendous pressure on the old-fash-
ioned structure of government adminis-
trative services.

Under the new rules, the financial op-
portunity cost to the company investing
in such a policy can even be expressed in
terms of real options and exploration and
mining agreement opportunities fore-
gone. On the other hand, from the socie-
ty’s point of view the charge of a fee on
exploration permits offers the following
potential benefits:

e enforces the adjustment of demand of
private companies on mining lands to
their real and effective interest, con-
sidering the amount of their explora-
tion budgets and the size and exper-
tise of their exploration team;

e by introducing a significant variable
cost component in the exploration
function of mining company this
pressures for more selectivity in re-
questing exploration permits and ob-
jectivity and efficiency in running the
exploratory campaign4;

* inhibits (at least conceptually) the
concentration and speculation on
mining rights and postpones develop-
ment as a way of building up strategic
reserves, making access more demo-
cratic and thus, more available to medi-
um and small entrepreneurs; and

* helps to finance the public costs asso-
ciated with setting up, maintaining
and operating the sophisticated com-
puterized infrastructure required to
manage the country’s exploration ac-
tivity in the new millennium over
such a large territory as Brazil.

Mining Company Special Permit -
MCSP - one important change included
in the revised Brazilian Mining Code is
that a specific authorization is no longer
required to operate as a mining company.
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In the past, this legal issue and the neces-
sary paperwork, costs and constraints in-
volved contributed to erode the attrac-
tiveness of the mining sector as an invest-
ment opportunity. In addition to structur-
al lack of risk venture capital observed in
emerging countries, so much worse when
considering the exploration stage, it is
worth mentioning that historically part of
the weakness of the Brazilian private
mining segment can be traced to the low
level of vertical integration between the
industrial sectors with the extractive seg-
ments positioned upstream. From the
Brazilian society point of view, it is a
fundamental concern on its behalf to pre-
clude policies that reinforce the natural
enclave bias observed in the mining in-
dustry in emerging countries.

From the private sector point of view
the above mentioned authorization was
specially detrimental to Brazilian groups
potentially interested in diversifying
their operations or even pursuing forward
and backward integration, but without a
proper consolidated mine-business cul-
ture. Amongst the alternatives to surpass
this imposition entailed a not so simple
and a low cost re-engineering process of
partnerships started within the groups, as
a route to evade the side effects of sub-
jecting the holdings to additional legal
constraints or the preferable way of giv-
ing rise to a specific mining company.
Whatever the case, depending on the size
and sector of the group and level of capi-
tal market exposure, the adjustment proc-
ess was considered to be especially unat-
tractive when confronted with other al-
ternatives of investment in the economy.

On exploration this problem was more
acute and conspicuous because usually it
implied creation of an affiliated explora-
tion company but without operating
properties. In this case the operation
would have to be financed with internal
funds, but without being permitted to de-
duct the amount invested as expenses in
the income tax calculation since the hold-
ing was not a mining company. So, the
unique and less desirable route was to
carry over exploration expenses as de-

ferred investments to be amortized or
written-off as a loss in the future. This
aspect was financially cumbersome
when we consider the historically acute
inflationary process and the limited index
to monetary correction permitted. These
factors, the scarce mine-business culture,
and the mining sector’s relative unattrac-
tiveness to Brazilian private companies,
have contributed to discouraging the
flow of long term national private invest-
ment in Brazilian mining.

In principle, it is normal in developing
countries that, in a maze of complicated
rules and regulations, although there are
always alternatives to reach a compro-
mise in interests, a lot of energy, time and
cost is spent to get anywhere. In this
sense the MCSP was an additional and
superfluous constraint to exploration and
exploitation having only contributed to
increase the natural challenges and cost,
discouraging the flow of long term na-
tional private investment in Brazilian
mining industry.

An important byproduct from this new
attitude is concerned with the legal feasi-
bility of offering mining rights as a guar-
antee to funding a mining project. During
the years, especially for small and medi-
um sized Brazilian companies, this lack
of flexibility represented a particular lack
of incentive. Bearing in mind the tradi-
tional scarcity of funds available for min-
eral exploration, these companies, after
being successful in the discovery and
outlining stages basically using their own
internal funds, were in no condition to
approach the capital market offering their
mining rights as a guarantee.

Under the former legal framework the
financial institution also had to be regis-
tered as a mining company to properly
execute this asset in case of a debt execu-
tion process. In spite of the influence of
other factors obstructing a more wide-
spread use of the market value of mining
rights as a fund-raising instrument, the
removal of this constraint is a notable and
significant step toward this objective,
paving the way to integration with for-
eign mining capital markets in the future.
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Limitless exploration claims — the
former legal order that limited the maxi-
mum number of exploration permits per
mineral to 5 (five) has finally been elimi-
nated. Probably its insertion in the legal
framework some decades ago was de-
fended as precluding a higher economic
concentration. After so many years, on
the basis of ample consensus on its inef-
fectiveness in fulfilling that task and
pressured by the notorious public and
private administration problems and
costs from the proliferation of countless
paper mining companies created solely
to bypass this law, the Brazilian mining
sector was allowed to operate without
this constraint.

Mining limit concepts — this issue
was the unique relevant feature about ex-
ploitation conditions (concession) re-
vised by the new Mining Code. The
change introduced in the mining limit
referential encompassing the possibility
of setting a horizontal mine limit separate
from the usual vertical one, to include
underground mineralized zones, has
made it conceptually feasible to establish
concomitant development activities ad-
dressing diverse deposits and/or mineral-
ized zones occurring at the same site’.
We expect that the application of this
rule, after an experimental period of ad-
aptation and to accommodate some un-
tested and/or subjective operating guide-
lines, will reveal interesting investment
opportunities to the small and medium
scale mining segment.

Negotiation of exploration rights —
the revision introduced more flexibility
to negotiating exploration rights. In the
past, the formal transfer was permitted
after the approval of the exploration re-
port alone. Consequently, an informal
market — perhaps black market is more
appropriate — was observed, with the as-
sociated costs in terms of taxation eva-
sion and lack of information.

With the revision, based on the disclo-
sure and secured related benefits accru-
ing we can expect a general increase in
the liquidity level of the transaction mar-
ket of exploration properties contributing

to revive the capital allocation process at
a stage crucial to the mineral supply. This
aspect is so much more relevant when
considering the affluent presence of for-
eign entrepreneurs in a climate of invest-
ments characterized by scarcity of new
(free) areas to be claimed and much spec-
ulation. Table 1 summarizes some of the
main benefits of the reform.

Final remarks

In general, the revision of the Mining
Code introduced some important chang-
es to the legal framework of the Brazilian
mining industry operation, although
some of these will demand a lag time be-
fore they could be evaluated in opera-
tional ground at all. A comprehensive
analysis of all pertinent legal changes
would mean an exhaustive review of count-
less issues beyond the scope defined. In this
context, the aspects addressed in this over-
view, although very important, are only
part of the Revision and were selected con-
sidering a stronger interface with the min-
eral economics focus of interest and foreign
investor perspective.

Concerning the impact to foreign min-
ing company directional policy matrix,
besides the permission to hold majority
control in mining operations — unques-
tionably the most relevant benefit — the
rest are associated with the increase flex-
ibility to farm in and farm out prospects
and projects, and the reduction of paper
work and bureaucracy. Charging a fee for
exploration permits, although a cost to
the companies already installed, can be
interpreted positively from the latecom-
ers trying to hold interests in Brazil and
facing scarcity of areas for exploration.

In spite of the aforementioned favora-
ble changes, the government has lost a
good opportunity to discipline the Geo-
logical Reconnaissance — GR by includ-
ing more flexibility on the interface with
interests of major companies, the sole
potential players with the proper budget
and expertise to eventually make use of
this instrument. Although it has been
contemplated in the Brazilian Mining
Code for a long time it was ignored and
underestimated in its effective impor-
tance to overcome the lack of geological
information, having passed through the
recent Mining Code Revision intact.
However, despite its old hibernation state
we share the conviction that with some
minor adjustments it can fulfill an impor-
tant role as a mineral policy shortcut.®

Unquestionably the level of know-
ledge of the geological endowment repre-
sents one of the most critical constraints to
support the sustainable development of the
mining industry, and in an emerging country
with continental territory like Brazil it is a
real challenge to be solved. Taking into
account the relatively small extension of
areas mapped in a minimum acceptable
scale from the private sector point of
view it is fundamental to identify courses
of actions in mineral policy practice that
leverage the Brazilian climate of invest-
ments by speeding up the availability of
geological information, offering more
clarity to the decision process of mining
companies, and as a consequence reduc-
ing the risk on exploration investments,
but respecting the highest national priori-
ties and interests.

Just to illustrate, the total area with ba-
sic geological mapping on a 1:100 000

Table 1. Benefits of the reform

e Stability of rules;

» Fast and flexible administrative procedures;

* Discouraging speculation;

* Reassurance of old principles already incorporated in the legislatibn;

* More discretionary power;
e Less bureaucracy; and

» Prominent role to be played by the private sector.
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scale represents only 10 per cent of the
national territory.” Moreover, even con-
sidering that 50 per cent of the 160 fun-
damental known areas of mining activity
have already been mapped on this scale, a
large part of these works are too old and
so must be reinterpreted, not to mention
that this level of detail could be qualified
as reasonable at most when compared
with the format and detail of the informa-
tion demanded by the exploration deci-
sion process of a mining company. On
the other hand, for important gold mining
districts in the Amazon region the geo-
logical mapping available is on scale
1:1 000 000 and based on work done in
1970’s.8

Nowadays, the special exploration
permit status based on GR, and which
may be considered as belonging to the
regional prospecting stage, sets a total
area of 12 000 km? and a time frame of
only three months for the company be-
fore it decides to abandon or to concen-
trate on selected portions of the area for
more detailed work — the exploration
stage. In fact, this inappropriate time
frame precludes any serious and more in-
depth survey of the area. In general, even
abstracting the specific difficulties relat-
ing to location (the Amazon region, for
example) this inappropriate time pre-
cludes and/or inhibits an airborne survey
of the area, not to mention follow up
ground works. This is another limitation
since only geophysical airborne survey
methods are allowed.

Considering the country’s enormous
territory, with unsatisfactory geological
information over large primary minable
tracts of land and the latent interest of
some major companies focused on gold
and base metals, their expertise and more
robust exploration budgets, we can en-
visage a kind of mining agreement that
could be used to accelerate the country’s
geological level of information, combin-
ing two fundamental vectors of mining
policy: the interest of society in the inter-
est, expertise and investment capacity of
major mining companies. The potential
for cooperation is ample and supported
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by a robust synergy of objectives in order
to increase the availability of geological
information and the generation of busi-
ness opportunities to exploration and ex-
ploitation.

The proposal permits that a mining
company can claim an expressive area
under the GR status subjecting it to the
following conditions:

e a more satisfactory period to conduct
prospecting work, at least 1 year;

 maintaining the suspension of the an-
nual fee charged for exploration per-
mits (already granted to GR);

e the priority to select the areas to be
claimed for exploration projects; and

e respecting third party interests, the
possibility to eventually conduct fol-
low up works. The increasing inte-
gration between several geophysical
and geochemical methods and tech-
niques suggest this as the better ap-
proach.

Taking into consideration the stringent
decision yardsticks used by major com-
panies in evaluating the economics of ex-
ploration prospects — minimum size con-
dition, for example — the possibility to
claim large areas, working in the inter-
face of prospection with exploration,
within an adequate time frame, without
taxation and with secured priority rights
over areas to be selected can be consid-
ered very attractive, especially by com-
panies whose exploration function em-
braces strategies focusing on more inten-
sive prospecting campaigns. From the
society point of view this policy could
generate the following potential benefits:

e represent an interesting prospect to
increase the inflow of direct foreign
investments;

e increase the level of detail, scope and
quality of the country’s geological in-
formation, especially in certain regions
with sparse geological data; and

* speed up the availability of informa-
tion required in the exploration stage
by further attracting the smaller com-

panies to follow up work in the areas
discarded by the major companies.

It must be admitted that there is concern
that GR permission eventually could be
used as a way to cover speculation inter-
ests, such as blocking the development of
mineral resources, for example. Howev-
er, if a predefined set of conditions and
objectives have been met in terms of ade-
quate regulation, monitoring and en-
forcement by the government we do not
see any real problem.

Comparing with the mining law of
some other emerging countries, experts
could be tempted to question the fact that
the Brazilian Mining Code does not es-
tablish a time frame specifying the dura-
tion of the concession. Well, it is true it
does not have this limitation associated
with time, but does include the condi-
tions that must be fulfilled to guarantee
the concession. So, in theory the mining
company can operate until the complete
depletion of the deposit, as long as it re-
spects these conditions, the Mining De-
velopment Plan for the Deposit — MDPD
being fundamental.

The companies must adhere to the
MDPD approved at the feasibility stage
and any alteration thereafter should be
submitted to examination by the govern-
ment. The company is able at any time to
revise its plan in order to pursue higher
levels of productivity and upgrade the
economics of its operation, but it is sub-
ject to government approval. Conceptu-
ally the government has all the power and
instruments to monitor the operation and
guarantee at any time the compliance
with and adoption of the operational
guidelines precluding the adoption of bad
practices, such as selective mining, for
example. Under this regime any potential
disarray could be traced much more to
the eventual inefficiency of the govern-
ment to exercise its authority than to the
regime itself.

This feature has been included in the
Brazilian mining law for a long time and
in the past few decades, no problem has
been noticed from the society or the com
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panies point of view. In a context of in-
creasing globalization we believe it rep-
resents an asset by way of stability of
rules when comparing Brazil with other
emerging countries.

On the other hand, our experience sug-
gests that the practice of fixing a date
limiting the mining agreement does not
effectively guarantee, a priori, the best
solution, especially if the government
does not have conditions or bargaining
power to enforce a mutually satisfactory
mining agreement. In fact the duration of
the concession piles up the risk side of
the project to create or exacerbate a natu-
ral bias in the decision process of most
mining companies operating in develop-
ing countries to adopt a conceptual min-
ing design favoring short payback peri-
ods. Furthermore, as time passes, the val-
ue of the property is degraded since the
approaching renewal date of the mining
agreement includes a significant risk
component. From the side of the govern-
ment, specially in emerging countries
susceptible to an ever changing climate
of business permeated by strict policies,
the interest in attracting the investment
usually implies a more flexible exercise
of its bargaining power.

In spite of these arguments, this issue
is so complex and controversial that it re-
quires a comprehensive evaluation be-
yond the scope of this article, since the
revision of the Brazilian Mining Code
had not changed the unrestricted conces-
sion time regime in use.

It is undeniable that the new code pro-
vides substantial discretionary power to
the government. A direct consequence is
the increased demand over the institu-
tional system in terms of proper availa-
bility of financial resources, expertise,
strategic information system and equip-
ment to face the additional workload. A
typical example can be given when con-
sidering the revised time frame and asso-
ciated conditions to undertake explora-
tion and development projects.

Under the new law, projects whose
feasibility is being challenged by adverse
economic conditions may have their de-

velopment postponed without detriment
to the mineral concession title. This is-
sue, despite its rightness and balance,
creates the possibility for an eventual
manipulation of interests and expecta-
tions, such as building up strategic re-
serves. The proper application of this le-
gal issue will require a comprehensive
level of technical capability and judg-
ment from the government, not only to
critically review the company report but
to be well informed about the developing
mineral markets. This issue together with
the increasing integration of capital mar-
kets suggest that one important aspect
pending government positioning is the
distinction between resources and re-
serves.

The revision process of the Brazilian
Mining Code did not involve any guide-
line about this old and unsolved issue, al-
though it is a real and very important se-
mantic dilemma considering the different
approaches from CIM, IMM, AusiIMM
and US Geological Survey to mention
just a few. In fact we are not sure that the
Mining Code is the proper place to dis-
cuss this issue. Nonetheless, the govern-
ment decision-making process will re-
spect more detailed legislation that is in
the process of publication. On the other
hand, the ongoing efforts and discussions
to reinforce the protection of mining in-
vestors can be useful to the Brazilian
government. This is the case of a recent
publication of the Interim Report of The
Mining Standards Task Force sponsored
by a “joint initiative of the Ontario Secu-
rities Commission and the Toronto Stock
Exchange to examine the need for higher
standards relating to the conduct of min-
eral exploration and mining activities”.?
Notes
1. It is embodied in the Law no. 9 314, sanc-
tioned on November 14, 1996.

2. Especially in terms of environmental pro-
tection and the cumbersome paperwork costs.
3. Vale (1998a).

4. The impact of the recent reduction on the
price of gold was unquestionably leveraged
by the fee on exploration permits putting in
check the campaigns of several companies.
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The backward effects caused by this conju-
gated pressure is shaking apparently consoli-
dated interests and open up new opportunities
to outside players.

5. Respecting pre-existing rights and since it
has maintained technical compatibility be-
tween the operations.

6. Vale (1998b).

7. DNPM (1997).

8. DNPM (1994).

9. Vaughan and Yuen (1998).
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