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Draft Miscellaneous Taxation Ruling

Miscellaneous taxes: application of the
income tax and GST laws to deferred
transfer farm-out arrangements

Preamble

This publication is a draft for public comment. It represents the
Commissioner’s preliminary view about the way in which a relevant taxation
provision applies, or would apply to entities generally or to a class of entities
in relation to a particular scheme or a class of schemes.

You can rely on this publication (excluding appendixes) to provide you with
protection from interest and penalties in the following way. If a statement
turns out to be incorrect and you underpay your tax as a result, you will not
have to pay a penalty. Nor will you have to pay interest on the underpayment
provided you reasonably relied on the publication in good faith. However,
even if you don't have to pay a penalty or interest, you will have to pay the
correct amount of tax provided the time limits under the law allow it.

What this Ruling is about

1. This draft Ruling sets out the Commissioner’s views on the
application of the income tax and goods and services tax (GST)
provisions upon entry into a deferred transfer farm-out arrangement
as described in paragraph 14 of this draft Ruling.*

2. In particular, for income tax purposes, the draft Ruling
explains the application of the following provisions to deferred transfer
farm-out arrangements:

o the capital gains tax (CGT) provisions;?
o the uniform capital allowance (UCA) provisions;* and
. sections 6-5, 8-1 and 15-40 of the ITAA 1997.

! For the income tax law, a reference to the Income Tax Assessment Act 1997 is
referred to as the ITAA 1997; a reference to the Income Tax Assessment Act 1936
is referred to as the ITAA 1936. For the GST law, a reference to the A New Tax
System (Goods and Services Tax) Act 1999 is referred to as the GST Act.

% See Part 3-1 of the ITAA 1997.

% See Division 40 of the ITAA 1997.



Draft Miscellaneous Taxation Ruling

MT 2011/D2

Page 2 of 83 Status: draft only — for comment

3. This draft Ruling does not discuss the application of the
income tax and GST provisions to:

. an immediate transfer farm-out arrangement. An
immediate transfer farm-out arrangement is discussed
in Miscellaneous Taxation Ruling MT 2011/D1:* or

. a joint venture arrangement that is in existence or that
may be formed at the time of the transfer of the interest
in the mining tenement to the farmee under a deferred
transfer farm-out arrangement.

Background

4, Farm-out arrangements are common in the mining and
petroleum industries. Broadly speaking, they are arrangements
entered into for the purpose of facilitating exploration for the discovery
of minerals and petroleum resources.

5. A typical arrangement provides for the owner of an interest in
a mining tenement® (the ‘farmor’) to transfer a percentage of that
interest to another party (the ‘farmee’) if the farmee meets specified
exploration commitments. The arrangement may also provide for
monetary payments by the farmee to the farmor either directly or
indirectly.

6. Often the commercial driver for such an arrangement from the
farmor’s perspective is funding. That is, ‘the farmor giving up future
economic benefits, in the form of reserves, in exchange for a
reduction in future funding obligations’®. For the farmee, it provides an
opportunity to acquire an interest in a mining tenement.’

7. Broadly, farm-out arrangements may be divided into two types
of farm-out arrangements, referred to as ‘immediate transfer’ and
‘deferred transfer’ farm-out arrangements.® The following are broad
descriptions as immediate and deferred transfer farm-out
arrangements will necessarily reflect the particular terms agreed to by
the parties.

* Miscellaneous taxes: application of the income tax and GST laws to immediate
transfer farm-out arrangements.

® The term ‘mining tenement’ is used throughout this draft Ruling as a reference to a
mining, quarrying or prospecting right as defined in subsection 995-1(1) of the
ITAA 1997.

o Mining and Metals Refining IFRS, May 2009, available at www.ey.com.au.

7 Birch, Charles, ‘Choosing the Right Joint Venture Structure for a Farmin or Farmout
[2002] JIATax 3; (2002) 5 (1) Journal of Australian Taxation 60.

8 Birch, Charles, ‘Choosing the Right Joint Venture Structure for a Farmin or Farmout
[2002] JIATax 3; (2002) 5 (1) Journal of Australian Taxation 60.
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Deferred transfer farm-out arrangement

8. Under a deferred transfer farm-out arrangement, the terms of
the arrangement specify that the transfer of the interest in the mining
tenement from the farmor to the farmee occurs only after the farmee
has met all of the exploration commitments and any payment
requirements to earn that interest (collectively referred to as the earn-
in requirements) within a specified period of time (the earn-in period).

9. Certain exploration commitments or payments may be
mandatory upon entering into the agreement. However, most (if not
all) of the exploration commitments and payments are at the
discretion of the farmee. Monetary payments (if any) may be made
upon entering into the agreement, while the agreement is on foot or at
a later stage when the right to acquire the interest in the mining
tenement is exercised or upon transfer of the interest to the farmee.
The farmee may also be subject to other conditions during the earn-in
period and while the agreement is on foot, such as enabling the
farmor to comply with the requirements of the relevant Act® applicable
to the grant of the mining tenement and providing updates as to
exploration expenditure and results. Thus, the farmee’s expenditure
typically results, at least to some extent, in the farmor meeting its
minimum expenditure commitments under the relevant Act, for
example, the Mineral Resources Act 1989 (QLD).

10. The farmee is able to terminate the agreement at any time
(save perhaps for an initial period such as the first 12 months)
provided the mining tenement is in good order at the time of giving
notice to terminate to the farmor. If the farmee does not satisfy the
earn-in requirements during the earn-in period, the farmee does not
earn the specified interest in the mining tenement.

11. To facilitate the farmee satisfying the earn-in requirements,
the farmor grants to the farmee a right to exclusive use and access of
the mining tenement. The farmor also typically provides access to any
mining information it has. If the farmee does earn the specified
interest in the mining tenement, the farmee becomes a holder of that
interest in the mining tenement. The farmor is left with a reduced
percentage interest in the mining tenement.

12. The agreement is usually subject to other conditions imposed
on both the farmor and farmee. For example, the farmee will typically
covenant to comply with relevant laws and the farmor will typically
covenant that it has sufficient interest in the mining tenement to meet
its obligation, should it arise, to transfer the earned interest to the
farmee. The agreement will also typically deal with seeking the
permission or agreement of the relevant authority for the transfer of
the interest.

® For example, the Mineral Resources Act 1989 (QId).
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Immediate transfer farm-out arrangement

13. To contrast, under an immediate transfer farm-out
arrangement, an obligation to transfer a percentage interest in a
mining tenement from a farmor to a farmee arises for the farmor upon
entry into the farm-out agreement. In return for the transfer of the
interest in the mining tenement, the farmee will undertake exploration
commitments and may also undertake to make cash payments to, or

on behalf of, the farmor. Typically, the farmor and farmee will also
establish a joint venture or, if a joint venture is already in existence,
the farmee will become a joint venturer along with the other parties to
the joint venture arrangement. The income tax and GST
consequences for an immediate transfer farm-out arrangement are
discussed in draft Miscellaneous Taxation Ruling MT 2011/D1.

Class of arrangement/scheme

14.

The deferred transfer farm-out arrangements covered by this

draft Ruling have the following characteristics:

The farmor

The farmee

Provides the farmee with a right
(akin to an option) to acquire an
interest in the mining tenement by
satisfying the earn-in
requirements over the earn-in
period.

Provides the farmee with
exclusive use and access rights
(akin to a licence).

May share mining information
with the farmee.

Transfers a percentage interest in
the mining tenement to the
farmee at the end of the earn-in
period if the farmee exercises the
right to acquire the interest in the
mining tenement (and all
necessary approvals'® are
granted). This leaves the farmor
with a reduced percentage
interest in that mining
tenement.™*

Undertakes exploration
commitments, which may be
referrable to a period of time; an
amount(s); a schedule of works;
or a combination thereof. Under
the terms of the agreement, the
exploration commitments may to
some extent be mandatory but
most, if not all, of the exploration
commitments will be at the
discretion of the farmee.

May make cash payments to the
farmor. These payments may or
may not be referrable to the
exploration costs the farmor has
incurred prior to the farm-out
arrangement being entered into.
Payment(s) may also be made at
the time of exercising the right to
acquire the interest or upon
transfer of the interest.

May make cash payments on
behalf of the farmor to other
parties.

10 For example, Ministerial or Foreign Investment Review Board approval.
™ The parties would typically enter into a joint venture arrangement, or the farmee
would become a joint venturer if such an arrangement already exists.
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15. This draft Ruling does not apply to deferred transfer farm-out
arrangements that have materially different features to those set out
in paragraph 14 of this draft Ruling. As it is not possible to
comprehensively deal with the multitude of ways in which a deferred
transfer farm-out arrangement may be structured, you may need to
seek a private ruling if your arrangement is not comparable to that
discussed in this draft Ruling.

Ruling

Characterisation of the arrangement

16. Paragraphs 17 to 34 of this draft Ruling set out how a deferred
transfer farm-out arrangement covered by this draft Ruling is
characterised. If these views do not hold true, the conclusions
reached in this draft Ruling in relation to the application of the income
tax and GST provisions will also not hold true.

The right to acquire an interest in a mining tenement

17. Upon entering into a deferred transfer farm-out agreement,
the farmor grants to the farmee a right (akin to an option) to acquire
an interest in a mining tenement. The farmee’s exercise of that right is
subject to the farmee satisfying the earn-in requirements within the
earn-in period.

18. The grant of the right (option) to acquire an interest in the
mining tenement is often in return for a nominal cash payment,
although this may vary and will necessarily depend on the terms of
the agreement.

19. The grant of the right to acquire an interest in the mining
tenement is treated in this draft Ruling as being on capital account.?

The exclusive use and access rights

20. The farmor grants exclusive use and access rights (akin to a
licence) to the farmee to facilitate the farmee carrying out the
exploration commitments.

12 This is discussed further at paragraphs 118 to 120 of this draft Ruling.
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21. The consideration for the grant of these rights will depend
upon the terms of the agreement. However, the approach under this
draft Ruling is to treat cash payments™ that are required to be made
by a farmee either to, or on behalf of, the farmor while the agreement
is on foot, as being in return for the grant of these rights. Thus,
consideration for the grant of these rights includes cash payments to
the farmor or to other parties such as the payment of fees, rates and
other charges that are incurred by the farmor but are met by the
farmee while the agreement is on foot.

22. This approach effectively recognises a correlation between
the ongoing use and enjoyment of the exclusive use and access
rights and the ongoing requirement to make such payments either to
the farmor, or on the farmor’s behalf, until the farmee either:

° opts to discontinue carrying out the exploration
commitments (in which case the earn-in requirements
are not satisfied and there is no transfer of the interest
in the mining tenement); or

. satisfies the earn-in requirements and exercises the
right to acquire the interest in the mining tenement.

23. The grant of the exclusive use and access rights is treated in
this draft Ruling as being on revenue account.*

Allocation and apportionment

24, The allocation and apportionment of payments between the
rights to acquire an interest in mining tenement and the exclusive use
and access rights necessarily depends on the terms of the
arrangement and any other relevant facts and circumstances.

25. The apportionment of such payments as between these rights
will have particular implications for income tax and GST*® purposes.*

13 This would not include any payments that are for the interest in the mining
tenement and made upon exercise of the right to acquire the interest or upon
transfer of the interest.

 This is discussed further at paragraphs 121 to 124 of this draft Ruling.

> For GST purposes, apportionment between the two supplies is relevant if, for
example, the farmor or the farmee accounts for GST on a non-cash basis and the
consideration for the supply of the right to acquire an interest is known and the
basic attribution rules apply, but the consideration for the supply of the rights to
exclusive use and access is unknown and a legislative instrument applies for
attribution purposes. Practically, however, it may not be of significance.

'® This is discussed further at paragraphs 125 and 126 of this draft Ruling.



Draft Miscellaneous Taxation Ruling

MT 2011/D2

Status: draft only — for comment Page 7 of 83

Mining information

26. Mining information®’ shared by the farmor with the farmee on
entering into the arrangement is treated as separate to the rights
granted by the farmor, if the parties have identified consideration
provided by the farmee as being for that information. The sharing of
mining information in these circumstances is the provision of a
service by the farmor to the farmee.

27. However, if the sharing of mining information is merely to
facilitate the farmee’s exploration of the mining tenement, and
consequently separate consideration has not been identified for it, the
farmor’s sharing of that information with the farmee is merely
incidental to the rights granted by the farmor on entering into the
arrangement rather than the provision of a service. In this case, the
farmor’s sharing of mining information with the farmee will not give
rise to additional income tax or GST consequences.

28. The farmee’s sharing of mining information from its
exploration work with the farmor will not give rise to additional income
tax or GST consequences if it is merely a part of the exploration
benefits.*®

Transfer of the interest in the mining tenement

29. If the farmee satisfies the earn-in requirements and exercises
the right to acquire an interest in the mining tenement (and all
necessary approvals are granted), there is a transfer of the agreed
percentage interest in the mining tenement by the farmor to the
farmee. This leaves the farmor with a reduced percentage interest in
that mining tenement.

30. In return for the transfer of the interest in the mining tenement,
the farmor receives, or has received, benefits that flow to it from the
farmee’s exploration commitments. In this draft Ruling, these benefits
are referred to as ‘exploration benefits’. The farmee may also make a
payment(s) to, or on behalf of, the farmor for the interest in the mining
tenement upon exercise of the right to acquire the interest or upon
transfer of the interest.

31. The farmee’s provision of exploration benefits to the farmor is
for reward to the extent that the transfer of the interest in the mining
tenement is in return for the provision of those exploration benefits.
The draft Ruling proceeds on the basis that the exploration benefits
are the provision of a service by the farmee on revenue account. If
this does not hold true in the farmee’s particular circumstances, the
conclusions reached in this draft Ruling in relation to the application
of the income tax provisions will also not hold true.*

" The term ‘mining information’ is used throughout this draft Ruling as a reference to
mining, quarrying or prospecting information as defined in subsection 995-1(1) of
the ITAA 1997.

'8 This is discussed further at paragraphs 127 to 129 of this draft Ruling.

!9 This is discussed further at paragraphs 130 to 136 of this draft Ruling.
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No transfer of the interest in the mining tenement

32. If the farmee does not satisfy the earn-in requirements, or
does not exercise the right to acquire an interest in the mining
tenement, there is no transfer of the interest by the farmor to the
farmee. The farmor has, however, still received exploration benefits
from the farmee to the extent that the farmee has undertaken some of
the exploration commitments. The exploration benefits are a
non-cash business benefit to the farmor.?°

Market valuation

33. If the parties are dealing with each other at arm’s length, it is
accepted that the market value of the exploration benefits that flow to
the farmor, and any cash payments made to, or on behalf of, the
farmor in return for the transfer of the interest in the mining tenement,
is equal to the market value of the interest in the mining tenement and
any other benefits that are provided by the farmor.? The value of the
exploration benefits to the farmor does not necessarily equate with
the amount to be spent by the farmee on exploration work.

34. In the context of these arrangements, the relevant time for
determining the market value of the interest in the mining tenement
that is transferred by the farmor and any other non-cash benefits, is at
the time of entering into the farm-out agreement. The market
valuation must take into account all the facts and surrounding
circumstances.?

Application of the income tax provisions

35. Based on the characterisation of a deferred transfer farm-out
arrangement as set out in paragraphs 17 to 34 of this draft Ruling, the
income tax consequences for the following transactions are
explained:

. the grant of the right to acquire an interest in the
mining tenement (paragraphs 36 to 39 of this draft
Ruling);

. the grant of exclusive use and access rights

(paragraphs 40 to 45 of this draft Ruling);

. the sharing of mining information (paragraphs 46
and 47 of this draft Ruling);

2 This is discussed further at paragraphs 141 to 143 of this draft Ruling.

% This is consistent with the view the Commissioner takes in Goods and Services
Tax Ruling GSTR 2001/6: non-monetary consideration (paragraphs 19 and 138).

% This is discussed further at paragraphs 144 to 156 of this draft Ruling.
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o the transfer of the interest in the mining tenement by
the farmor; the provision of exploration benefits by the
farmee (paragraphs 48 to 72 of this draft Ruling); and

. the provision of exploration benefits but no transfer of
any interest in the mining tenement (paragraphs 73
to 77 of this draft Ruling).

Grant of the right to acquire an interest in the mining tenement
Consequences for the farmor

36. The farmor granting a right (akin to an option) to the farmee to
acquire an interest in a mining tenement results in CGT event D2%
happening to the farmor.

37. The capital proceeds are the money the farmor has received
or is entitled to receive and the market value of any property that the
farmor has received or is entitled to receive for the grant of the right.**

Consequences for the farmee

38. The farmee acquires a CGT asset, being the right to acquire
an interest in the mining tenement. The amount paid by the farmee
for the right to acquire the interest in the mining tenement is included
in the cost base of the right.

39. Upon the ending of the right to acquire the interest, CGT event
C2? happens to the farmee. If the cost of the right is not deductible to
the farmee, the farmee will make a capital loss equal to the cost base
of that right. The capital loss is made in the income year in which the
ending of the right occurs.?®

Grant of exclusive use and access rights
Consequences for the farmor

40. On the basis that the grant by the farmor to the farmee of
exclusive use and access rights is on revenue account,?’ the
payments?® paid to, or on behalf of, the farmor in return for the grant
of those rights are assessable income of the farmor under section 6-5
of the ITAA 1997. The payments are assessable income in the
income year in which the payments are derived.

%% Section 104-40 of the ITAA 1997.

24 gection 116-20 of the ITAA 1997. This is discussed further at paragraphs 158 and
159 of this draft Ruling.

*® Section 104-25 of the ITAA 1997.

% This is discussed further at paragraphs 160 and 161 of this draft Ruling.

" Examples 3 and 4 at paragraphs 267 and 272 respectively proceed on this basis.

8 See paragraph 21 of this draft Ruling.
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41. The grant of the exclusive use and access rights also results
in CGT event D1 happening to the farmor when the farmor grants the
right.?® However, as the reward for the grant of the rights is on
revenue account for the farmor, section 118-20 of the ITAA 1997
reduces any capital gain made under CGT event D1 that is otherwise
included in assessable income.

42. The capital proceeds are the money the farmor has received
or is entitled to receive and the market value of any property that the
farmor has received or is entitled to receive for the grant of the
exclusive use and access rights.*

43. The fees, rates and charges or other expenses incurred by the
farmor for the maintenance of the mining tenement are deductible
under section 8-1 of the ITAA 1997 if the requirements of that section
are satisfied. The deduction is allowed in the income year in which
the expenses are incurred.®

Consequences for the farmee

44, The farmee can deduct expenditure on the exclusive use and
access rights under section 8-1 of the ITAA 1997 if the requirements
of section 8-1 of the ITAA 1997 are satisfied. The deduction is
allowed in the income year in which the expenditure is incurred.

45, Upon the ending of the exclusive use and access rights, CGT
event C2 happens to the farmee. If the cost of the rights is not
deductible to the farmee, the farmee will make a capital loss equal to
the cost base of the rights. The capital loss is made in the income
year in which the ending of the rights occurs.*

Sharing mining information
Consequences for the farmor

46. If the parties have identified any consideration provided by the
farmee as being for mining information shared®* by the farmor with
the farmee on entering into the arrangement, the consideration is
assessable income of the farmor under section 6-5 or section 15-40
of the ITAA 1997. It is assessable income of the farmor in the income
year in which it is derived (section 6-5 of the ITAA 1997) or received
(section 15-40 of the ITAA 1997).%°

%% Section 104-35 of the ITAA 1997.

% This is discussed further at paragraphs 162 and 163 of this draft Ruling.
% This is discussed further at paragraph 219 of this draft Ruling.

%2 This is discussed further at paragraph 220 of this draft Ruling.

33 This is discussed further at paragraphs 164 and 165 of this draft Ruling.
% That is, the farmor continues to hold that mining information.

% This is discussed further at paragraph 213 to 215 of this draft Ruling.
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Consequences for the farmee

47. If the parties have identified consideration provided by the
farmee as being for mining information shared by the farmor with the
farmee, then:

o the farmee is entitled to a deduction for expenditure
incurred if the information obtained is mining, quarrying
or prospecting information associated with searching
for and evaluating areas containing minerals or quarry
materials;*®

o the farmee is entitled to that deduction under
subsection 40-730(1) of the ITAA 1997 subject to
subsections 40-730(2) and 40-730(3) of the ITAA 1997
not applying; and

o the deduction is allowed in the income year in which
the expenditure is incurred.®

Transfer of the interest in the mining tenement by the farmor;
provision of exploration benefits by the farmee

Consequences for the farmor
UCA — balancing adjustment event

48. A balancing adjustment event occurs for the interest in the
mining tenement transferred by the farmor when the farmee begins to
hold the interest in the mining tenement under item 5 of the table in
section 40-40 of the ITAA 1997. When the farmee begins to hold the
interest in the mining tenement under this item is explained further at
paragraphs 61 and 62 of this draft Ruling.

49, A balancing adjustment amount is included in the farmor’s
assessable income if the termination value of the interest in the
mining tenement that is transferred by the farmor is more than its
adjustable value just before the event occurred.

50. The adjustable value of the interest in the mining tenement
transferred by the farmor is a reasonable proportion of the adjustable
value of the interest in the mining tenement before it was split into two
assets*® along with a reasonable proportion of any other capital costs
involved in splitting the asset.*

% See paragraph 40-730(4)(d) of the ITAA 1997.

3" This is discussed further at paragraph 212 of this draft Ruling.

% The two assets being the interest the farmor retains and the interest the farmor
transfers to the farmee.

%% Section 40-205 of the ITAA 1997.
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51. The termination value of the interest in the mining tenement
transferred by the farmor is the sum of:

. any payments made by the farmee, to or on behalf of,
the farmor or the amount of the farmor’s right to
receive such amounts for the transfer of the interest;*°
and

. the market value of the exploration benefits, or the
rights to those benefits, that flow to the farmor.**

52. The termination value also includes the amount of the capital
proceeds received under CGT event D2 for the grant of the right to
acquire the interest in the mining tenement.*? (See paragraphs 59
and 60 of this draft Ruling which explain the CGT and UCA
interaction).*®

UCA — exploration or prospecting expenditure deductions

53. The interest in the mining tenement that the farmor transfers
to the farmee is in return for exploration or prospecting and to that
extent the transfer of the interest secures exploration benefits for the
farmor.

54, The farmor is therefore entitled to a deduction under
subsection 40-730(1) of the ITAA 1997 subject to
subsections 40-730(2) and 40-730(3) of the ITAA 1997 not applying.

55. If subsections 40-730(2) and 40-730(3) of the ITAA 1997 do
not apply, the deduction is allowed in the income year in which the
expenditure is incurred. That is, the income year in which farmee
exercises the right to acquire the interest in the mining tenement.**

56. Subsection 40-730(2) of the ITAA 1997 applies if the
expenditure is on the following activities:

. development drilling for petroleum; or

. operations in the course of working a mining property,
guarrying property or petroleum field.

57. Whether it is expenditure on an activity listed under
subsection 40-730(2) of the ITAA 1997 will necessarily depend on the
particular facts and circumstances.

58. Subsection 40-730(3) of the ITAA 1997 applies if the
expenditure forms part of the cost of a depreciating asset.*

0 See items 1 and 3 of the table in paragraph 40-305(1)(b) of the ITAA 1997.
1 See items 4 and 6 of the table in paragraph 40-305(1)(b) of the ITAA 1997.
2 See item 1 of the table in paragraph 40-305(1)(b) of the ITAA 1997.

“3 This is discussed further at paragraphs 175 to 183 of this draft Ruling.

** The draft Ruling assumes an accruals basis.

“ This is discussed further at paragraphs 1884 to 1956 of this draft Ruling.
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CGT — CGT events D2 and Al disregarded

59. CGT event D2 happened to the farmor upon the farmor
granting the right to the farmee to acquire an interest in the mining
tenement (see paragraph 36 of this draft Ruling). However, if there is
a transfer of the interest in the mining tenement by the farmor to the
farmee (CGT event Al), the capital gain or capital loss made by the
farmor under CGT event D2 is disregarded.*’” The capital proceeds
for the grant of that right that would have been included in working out
any capital gain or loss made under CGT event D2 are included in the
capital proceeds for CGT event A1.*®

60. CGT event Al happens® to the farmor for the interest in the
mining tenement that is transferred by the farmor to the farmee.*°
However, subsection 118-24(1) of the ITAA 1997 applies to disregard
any capital gain or loss made on the transfer of the interest in the
mining tenement if the decline in value of the interest in the mining
tenement is, (or would be, if it was used), worked out under the UCA
provisions. This is subject to the exclusions set out in

subsection 118-24(2) of the ITAA 1997, which are not considered
relevant to these circumstances. The capital proceeds under CGT
event Al (including those under CGT event D2) are included in the
termination value of the interest in the mining tenement as these are
amounts that the farmor is taken to have received under a balancing
adjustment event.**

Consequences for the farmee

UCA — decline in value deduction for the interest in the mining
tenement

61. The farmee begins to hold the interest in the mining tenement
under item 5 of the table in section 40-40 of the ITAA 1997 at the time
when the farmee exercises the right to acquire the interest and is able
to exercise rights®® in relation to the interest in the mining tenement
and there is a reasonable expectation that legal ownership will
transfer to the farmee. Whether this is the case will necessarily
depend on the particular facts and circumstances.

*® Section 104-40 of the ITAA 1997.

" Subsection 104-40(5) of the ITAA 1997.

*® Section 116-65 of the ITAA 1997.

9 See subsection 104-10(3) of the ITAA 1997 as to when the event happens.

%% Section 104-10 of the ITAA 1997.

> Paragraph 40-305(1)(b) of the ITAA 1997. This is discussed further at
paragraphs 166 to 169 and 182 and 183 of this draft Ruling.
For example, to explore the mining tenement or to become a joint venture
participant (whereby the joint venture operator acts on behalf of the farmee and
the other participants in exploring the tenement) or to become the joint venture
operator (thus acting on its own behalf as well as other participants).
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62. However, the fact that completion of the agreement is
conditional (for example on Ministerial approval) does not prevent the
farmee from beginning to hold the interest in the mining tenement
under item 5 of the table in section 40-40 of the ITAA 1997 at the time
when the farmee exercises the right to acquire the interest.>

63. There is no further balancing adjustment event when the
farmee becomes the legal owner of the interest in the mining
tenement under item 10 of the table in section 40-40 of the
ITAA 1997.%

64. The first element of cost of the interest in the mining tenement
is the same amount as the farmor’s termination value of that
interest.*®

65. The farmee is entitled to a decline in value deduction for the
first element of cost of the interest in the mining tenement to the
extent it is used for a taxable purpose.®®

66. If the farmee’s first use of the interest in the mining tenement
after the farmee begins to hold it is for exploration or prospecting, the
farmee’s decline in value deduction is the cost of the interest.®” That
is, the farmee is entitled to an immediate deduction for the cost of the
interest. The deduction is allowed in the income year in which the
start time for the interest in the mining tenement occurs.® That is, the
income year in which the interest in the mining tenement is first used
for exploration or prospecting.

67. The question of whether the farmee’s first use of the interest
in the mining tenement is for exploration or prospecting, after the
farmee begins to hold it, necessarily depends on the particular facts
and circumstances.*

68. If it is not first used for exploration or prospecting, then the
farmee is entitled to an annual decline in value deduction for the
interest in the mining tenement under section 40-25 of the ITAA 1997.

%3 This is discussed further at paragraphs 198 and 199 of this draft Ruling.

** This is discussed further at paragraph 200 of this draft Ruling.

5 See items 1 and 4 of the table in section 40-185 of the ITAA 1997.

% See section 40-25 of the ITAA 1997.

> The effect of subsection 40-80(1) of the ITAA 1997 as it applies to section 40-25 of
the ITAA 1997.

%% Section 40-60 of the ITAA 1997.

% This is discussed further at paragraphs 202 to 209 of this draft Ruling.
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UCA — exploration or prospecting expenditure deductions

69. The farmee is entitled to a deduction for expenditure incurred
on exploration or prospecting under subsection 40-730(1)%° of the
ITAA 1997 to the extent it does not form part of the cost of a
depreciating asset.®! The deduction is allowed in the income year in
which the expenditure is incurred.®® The discussion in paragraphs 53
to 58 of this draft Ruling as to whether subsection 40-730(2)

or 40-730(3) of the ITAA 1997 applies to the farmor also applies to
the farmee.

Ordinary income and deduction provisions — farmee’s reward for
providing exploration benefits

70. To the extent that the interest in the mining tenement received
by the farmee is reward for the provision of exploration benefits by the
farmee to the farmor, the market value of the interest in the mining
tenement is assessable income to the farmee under section 6-5 of the
ITAA 1997. It is assessable income in the income year in which the
farmee exercises the right to acquire the interest in the mining
tenement.

Ordinary income and deduction provisions — farmee’s exploration
related expenditure

71. If the farmee’s expenditure relates to its exploration work and
is of a revenue nature but is not exploration or prospecting
expenditure for the purposes of subsection 40-730(1) of the

ITAA 1997, the expenditure is deductible under section 8-1 of the
ITAA 1997 if the requirements of section 8-1 of the ITAA 1997 are
satisfied. The deduction is allowed in the income year in which the
expenditure is incurred.®

CGT consequences for the farmee

72. The farmee acquires a CGT asset, being the interest in the
mining tenement. However, aside from this, there are no CGT
consequences for the farmee upon the transfer of the interest in the
mining tenement.

® This is if all of the other requirements of the provision have been satisfied and
subsections 40-730(2) and 40-730(3) of the ITAA 1997 do not apply.

®1 Subsection 40-730(3) of the ITAA 1997.

%2 This is discussed further at paragraphs 210 and 211 of this draft Ruling.

% This is discussed further at paragraphs 224 and 225 of this draft Ruling.
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The provision of exploration benefits but no transfer of any
interest in the mining tenement

Consequences for the farmor

73. The exploration benefits that the farmee’s exploration work
gives rise to are a non-cash business benefit for the farmor.®* They
are a non-cash business benefit that is not convertible to cash and,
therefore, it is a benefit to which subsection 21A(1) of the ITAA 1936
applies to treat the benefit as if it were convertible to cash with its
value being determined under subsection 21A(2) of the ITAA 1936.

74. However, subsection 21A(3) of the ITAA 1936 can also apply
in respect of each income year in which exploration benefits are
received by the farmor. The effect of subsection 21A(3) of the

ITAA 1936 is to reduce the value of the benefit to the extent that the
farmor would have been entitled to a deduction had the farmor
incurred and paid unreimbursed expenditure in respect of the
provision of the benefit.

75. Thus, on the basis that the farmor would have been entitled to
a deduction for such expenditure under subsection 40-730(1) of the
ITAA 1997, no amount is returned as assessable income by the
farmor in respect of that non-cash business benefit in each relevant
income year that such exploration benefits are received. If the
availability of a deduction does not hold true in the farmor’s particular
circumstances, this conclusion will also not hold true.

Consequences for the farmee

76. For the farmee, there is no reward for the farmee’s provision
of exploration benefits as there is no transfer of the interest in the
mining tenement. Therefore, there is no amount assessable to the
farmee in return for its provision of the exploration benefits.

77. The farmee may nonetheless be entitled to deductions for
expenditure under subsection 40-730(1) or section 8-1 of the

ITAA 1997. See further explanation at paragraphs 69 and 71 of this
draft Ruling.

Application of the GST provisions

Grant of the right to acquire an interest in the mining tenement
and the exclusive use and access rights

78. The grant of the right to acquire an interest in the mining
tenement and the grant of exclusive use and access rights are
taxable supplies made by the farmor if the requirements of

section 9-5 of the GST Act are met. The consideration for these
supplies is typically monetary as discussed at paragraphs 18 and 21
of this draft Ruling.

% Non-cash business benefit is defined in subsection 21A(5) of the ITAA 1936.
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79. The farmee is entitled to input tax credits if these acquisitions
are creditable acquisitions.®

80. The GST payable and input tax credits for the farmor and the
farmee respectively, are attributable under the basic attribution rules
in Division 29 of the GST Act.®®

81. If total consideration for a supply is not known and the farmor,
or the farmee, accounts for GST on a basis other than cash (a
‘non-cash basis’) the following legislative instrument is relevant — A
New Tax System (Goods and Services Tax) (Particular Attribution
Rules Where Total Consideration Not Known) Determination (No. 1)
2000.°%" For example, it may be relevant to the supply of the exclusive
use and access rights if the consideration (or part of it) includes the
farmee making cash payments to third parties for fees, rates and
other charges while the agreement is on foot. The particular
attribution rules in the legislative instrument override the basic
attribution rules and the special rules in Chapter 4 of the GST Act but
only to the extent of any inconsistency and only to the extent provided
for in the legislative instrument.

Mining information

82. If the parties have identified consideration provided by the
farmee as being for mining information shared by the farmor with the
farmee on entering into the arrangement, the sharing of that
information is treated as a supply by the farmor separate from the
supply of the interest in the mining tenement. The consideration for
the interest in the mining tenement would not include any
consideration identified for the mining information.

83. GST payable by the farmor, and any input tax credits able to
be claimed by the farmee, are attributable under the basic attribution
rules.

Supply of the interest in the mining tenement and acquisition of
the exploration benefits by the farmor

GST payable

84. The supply of the interest in the mining tenement is a taxable
supply if the requirements of section 9-5 of the GST Act are satisfied.
The consideration for the supply is the exploration benefits provided
by the farmee along with any monetary payments upon exercise of
the right to acquire the interest or upon transfer of that interest.

% Section 11-5 of the GST Act.

% The basic attribution rules are explained at paragraphs 13 to 40 of Goods and
Services Tax Ruling GSTR 2000/29 Goods and services tax: attributing GST
payable, input tax credits and adjustments and particular attribution rules made
under section 29-25 of the GST Act.

%7 This legislative instrument is available at www.ato.gov.au.
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85. A draft legislative instrument®® proposes attribution rules to
ensure that the attribution of GST payable on the taxable supply of
the interest in the mining tenement occurs as follows:

0] if the farmor accounts for GST on a non-cash basis -
GST payable on a taxable supply of an interest in the
mining tenement is attributable to the tax period in
which the farmee exercises the right to acquire the
interest. This applies to both monetary and
non-monetary consideration for the supply of the
interest in the mining tenement; and

(i) if the farmor accounts for GST on a cash basis - GST
payable on a taxable supply of an interest in the mining
tenement is attributable to the tax period in which the
interest is transferred to the extent that the
consideration received for that supply is exploration
benefits.

86. The attribution rules in the draft legislative instrument only
override the basic attribution rules and the special rules in Chapter 4
of the GST Act to the extent of any inconsistency and only to the
extent provided for in the legislative instrument.

87. A farmor that accounts for GST on a cash basis attributes the
GST payable on any monetary consideration received for the taxable
supply of the interest in the mining tenement to a tax period, to the
extent that the monetary consideration is received in that tax period.®®

Input tax credits

88. The farmor is also entitled to an input tax credit for the
acquisition of exploration benefits if it is a creditable acquisition.

89. The basic attribution rules under Division 29 of the GST Act
apply to the attribution of input tax credits.

90. The earliest tax period to which the input tax credit could be
attributed for a non-cash basis farmor is the tax period in which the
farmee, having satisfied the earn-in requirements, exercises the right
to acquire the interest in the mining tenement and issues a tax
invoice™ to the farmor. This is the tax period to which GST payable is
attributable under the draft legislative instrument (see paragraph 85(i)
of this draft Ruling).

8 A New Tax System (Goods and Services Tax) (Particular Attribution Rules Where
Supply or Acquisition Made Under a Contract Subject to Preconditions)
Determination 2011. This draft legislative instrument along with the draft
explanatory statement is available for comment.

% Subsection 29-5(2) of the GST Act.

7% Section 11-5 of the GST Act.

" Subsection 29-10(3) of the GST Act.
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91. If a farmor accounts for GST on a cash basis the input tax
credit is attributable to a tax period to the extent that consideration is
provided to the farmee.” On this basis the input tax credit is
attributable to the tax period in which the interest in the mining
tenement is transferred from the farmor to the farmee, assuming the
farmee has provided the farmor with a tax invoice. This is the tax
period to which GST payable is attributable under the draft legislative
instrument (see paragraph 85(ii) of this draft Ruling).

Example 1 — Farmor’s attribution of GST payable and input tax
credits

92. A farmor and a farmee have entered into a deferred transfer
farm-out arrangement of a kind to which this draft Ruling applies.

93. The farmor grants the farmee a right to acquire an interest in
the mining tenement for $1,100 (GST inclusive). The farmor is
required to transfer a 25% interest in a mining tenement to the farmee
if the farmee carries out exploration work to the value of $880,000
(GST inclusive) over a 3 year period and upon exercise of the right to
acquire the interest in the mining tenement makes a cash payment to
the farmor of $11,000 (GST inclusive).

94. The market value of the interest in the mining tenement is
$110,000 (GST inclusive) at the time of entering into the agreement.
Based on the principles in this draft Ruling the value of the
exploration benefits the farmor receives is $97,900 (including GST of
$8,900). This is worked out as $110,000” less $11,000” cash
payment upon exercise of the option less $1,100"°, which for GST
purposes was consideration for the granting of the right.

95. The following transpires in relation to the interest in the mining
tenement:

o tax period 1, year 1 — the farmee commences
exploration work and thus commences providing
exploration benefits to the farmor;

o tax period 3 in year 3 — the exploration work is
completed and the provision of exploration benefits is
completed;

. tax period 4 in year 3 — the farmee exercises the right

to acquire the agreed interest in the mining tenement
and pays the farmor $11,000; and

2 Subsection 29-10(2) of the GST Act.

3 The GST inclusive market value of the interest in the mining tenement.

" The GST inclusive cash payment.

™ The amount of $1,100 is deducted because, upon the exercise of the right to
acquire the interest in the mining tenement, the consideration for the exploration
benefit is limited to any additional consideration that is provided (see
subparagraph 9-15(3)(a)(i) of the GST Act).
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. tax period 1 in year 4 - the interest in the mining
tenement is transferred to the farmee from the farmor.

Farmor - cash basis

Farmor — non-cash basis

$8,900 GST payable

Under the legislative instrument the GST payable is
attributable to tax period 1, year 4 and not the earlier
tax periods in which the exploration benefits were
received.

$1,000 GST payable

Under the basic rules (s29-5(2)(a)) the GST payable is
attributable to tax period 4, year 3 as this is the tax
period in which the monetary consideration is received.

$8,900 input tax credit

Under the basic rules (s29-10(2)(a)) the input tax credit
is attributable to tax period 1, year 4 as this is when the
interest in the mining tenement (i.e. all of the
consideration) is provided by the farmor. The farmor
would also need to hold a tax invoice (s29-10(3))
issued by the farmee to claim an input tax credit in this
tax period.

Net outcome

Legislative instrument - $8,900 GST payable in tax
period 1, yr 4

Basic rules - $8,900 input tax credit claimable in tax
period 1, yr 4 provided a tax invoice is held in that tax
period

Basic rules - $1,000 GST payable in tax period 4, yr 3

$8,900 GST payable

$1,000 GST payable

Under the legislative instrument the GST payable is
attributable to tax period 4, year 3 and not the first
(earlier) tax period in which the exploration benefits
commenced being received.

$8,900 input tax credit

Under the basic rules (s29-10(1)(b)) the input tax credit
is attributable to tax period 4, year 3 if the farmee
issues the farmor with an invoice i