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IN-CONFIDENCE™

RESOURCE SUPER PROFITS TAX AND CONSTITUTIONAL ISSUES

. THE ISSUE

. The main trade off in designing the legislation for the proposed RSPT is how to minimise the
distortions on a private producer’s investment and production decisions on the one hand, so as
to maximise the value of Australia’s non-renewable resources, while ensuring the’
refundability of losses and state royalties is within the Commonwealth’s constltutlonal

powers.

' AKEY OBJECTIVE OF THE RESOURCE SUPER PROFITS TAX (RSPT) AND
PROPOSED BROAD LEGISLATIVE DESIGN

. The RSPT aims to provide an appropriate return to the Australian community for allowing
private producers to exploit the community’s non-renewable resources.

. It is proposed that this be achieved through a tax regime that has minimal impacts on a private
producer’s investment and production decisions. As a result, the intended design of the ‘
proposed RSPT is more than just a proﬁt -based’ tax. This is because the RSPT would have
the Australian Government ‘sharing’ in a taxpayer’s losses through the recognition of a fixed
proportion (rate) of a private producer’s cost of investment and production. In return, profits
made from the exploitation of the community’s non-renewable resources would be taxed at
that same fixed rate.

. This proposed feature of having the Australian Government share in all of the proﬁts and
losses is an important departure from the general design of the current income tax system and
is the key feature that minimises the distortion on investment and production decisions.

. Unlike the general case in the i income tax system, the RSPT will provide full recognition of a
taxpayer’s losses at the RSPT rate even where the tax credit that results from that recognition
exceeds tax paid by the taxpayer. This has significance for the final legislative design of the
RSPT following the 2009 decision of the High Court in Pape v Commissioner of Taxation -

(Pape)

« . State based royalties often distort investment and production decisions due to the royalty
arrangements not recognising all relevant private producer’s costs — for example, royalties can
be based on levels of production and not on profits associated with that productlon Itis
proposed that under the RSPT, state royalties be refunded to private producers via a tax credit
to negate their impact on private producer’s investment and production decisions.

—  In effect this means that pnvate producers would only subject to the RSPT. However
the refundable credit for state royalties could at times exceed RSPT paid by an RSPT
taxpayer, which in turn could also raise constitutional issues as a result of Papie. .

. Care needs to be taken to ensure that the mechanism chosen to negate the impact of State
royalties does not cause the Commonwealth Government to breach its constitutional
obligations to not discriminate between, or give preference to, States or Territories or parts of

" States or Territories in respect of taxes (see sections 51(ii) and 99 of the Constitution).
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. Refunding losses or state royalties, to the extent it exceeds tax paid or payable by a taxpayer
subject to the proposed RSPT, would not appear to be outside the Commonwealth
constitutional powers if the taxpayer is a constitutional corporation. This is because the
Commonwealth can rely on the corporations power in the Constitution to make such refunds.

. While the vast majority of taxpayers that would be subject to the RSPT are companies, the
RSPT may need to apply to all taxpayers engaging in the exploitation of Australian non-
renewable resources, in particular, an individual and a trustee of a trust.

*. We wish to discuss the possibility of an alternative mechanism for refunding losses or
royalties to individuals or trustees to the extent the refund exceeds tax paid or payable as
refundability is important to removing distortions on investment and production decisions.

NON-DISCRIMINATION BETWEEN STATES AND COMMONWEALTH TAXES

. As part of the Government’s announcement of the RSPT, it stated that it would provide a
refundable credit to firms for state royalties paid by them once the RSPT commences. The ( !
intention is for the royalty payment to be capped. The reason for this is, if royalties were fully
refundable regardless of a cap, the RSPT revenue could effectively be funnelled to States and
Territory Governments without being an impost on private producers.

«  On the other hand, setting a cap on refundability would fail to remove the distortion royalty .
' payments have on a private producer’s investment and production decisions where royalty
rates are increased beyond the cap and not refunded by the Australian Government.

. Australian Government Solicitors (AGS) have advised that a cap on royalties based on the
rates applicable at the time of announcing the RSPT would risk being unconstitutional on the
grounds that the RSPT would have the potential to discriminate between, or give preference
to, States and parts of a State. This would also apply in respect of a Territory.

) k) —  For example, if Queensland had a state royalty of $0.50 per tonne of extracted mineral
and Victoria had a state royalty of $0.75 per tonne on the same mineral, the capping of
refundability set at those rates would potentially be discriminatory if Queensland were e
to increase its royalty to $0.75 per tonne. ¢

—  In the absence of a proper purpose for the discrimination, the cap could be considered
Inconstitutional.

. Options are available in order to avoid this risk. For example, like the income tax law a
company can deduct the royalty payment at the statutory company tax rate, a fixed percentage
of the royalty could be refunded. The dilemma however is a choice needs to be made
between accepting that the cap will not remove all the distorting effects of royalties on
investment and production decisions and allowing State royalties to be 100 per cent

‘refundable.

We are interested in discussing whether other potential avenues exist that would be effective
- in limiting increases in state royalties. '

. Attachment A provides an extract from AGS advice. Attachment B provides an overview of
the RSPT mechanics.
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ATTACHMENT X

EXIRACT FROM AGS ADVICE

Constitutional issues with the RSPT.

8. You asked us to consider whether there are aﬁy constitutional problems with the
proposal to introduce a tax credit/refund based on royalties paid to States, which
.,can offset the RSPT liability.

7. 1n our view, there is a risk that this proposal, specifically the proposal to cap the
‘amount of refund available based on the State in which the expenditure was
fincurred, constitutes discrimination between States for the purposes of s 51(ii) of the

Constitution, anda preference between States for the purposes of s 99 of the

Constitution. To avoid this risk, one possibility would be to impose a cap on the total

refund/credit which is consistent across all States.

8. We note that it is not clear from the proposal whether it is contemplated that the
refund/credit may only be used to offset taxation liabilities. If it is possible for the

- refund/credit to reduce a person's tax liability below zero (so that the Commissioner
would be paying an amount to the person), we do not think this would be supported
by the taxation power in s 51(ii) of the Constitution.

Issue 3: refunding State royalties to companies

21. As part of the implementation of the RSPT, itis proposed that State and Territory
royalty regimes would continue, at least for a transitional period. Entities would be
liable for both the RPST and the State taxes, but it is proposed that entities would
receive a Commonwealth tax credit or refund for the royalties they pay under State
regimes during this transitional period. This tax credit or refund will be used by
entities to reduce their Commonwealth RSPT tax liability.

22. Royalty rates are different in each of the States and Territories and apply at different
rates for different resources. You have provided us with a table outlining the royaity
rates of each of the States and Territories at present. The amount of the tax credits.
would be capped to reflect the royalty rates applicable at the time of announcement;

" royalty rates as announced by State and Territory Governments at the time of
announcement; or such rate as agreed to by the Commonwealth and the relevant

. State. That is, even if State royalty rates increase in the future, the amount of the

’fﬁ refund available will be a maximum of the amount that would have been payable at

the time of announcement. "

23. As a result, the tax credit or refund provided to entities will vary, not only between
entities, but also between States. That is, an entity will receive more of a tax credit
or refund in relation to the royalties it has paid to one State over another State if the
first States' royalty rates are higher for the resource the entity extracts.

24. You seek an opinion on whether refunding or crediting State royalties in this way
raises any constitutional issues. -

Issue 3: Refunding State royalties to companiés
Discrimination and preference

! 50. As discussed in our advice of 9 December 2009 (our ref 09083409), the
’ Commonwealth's power to enact laws relating to taxation is subject to an express
| limitation in s 51(ii); namely, that the Parliament cannot enact tax laws which
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discriminate between States or parts of States. A legislative tax scheme cannot

treat one State (or part of a State) differently from another State (or part of a State).
Section 99 of the Constitution also provides that the Commonwealth may not by any

law or regulation of trade, commerce, or revenue (including a taxation law1o) give
preference to one State or any part thereof over another State or any part thereof . _
The proposed laws introducing the RSPT and associated tax credit/refund would be |
a law with respect to taxation, and may not, therefore, discriminate between States

or parts of States for the purposes of s 51(ii). It would also be a law of revenue for

the purposes of s 99, and may not, therefore, give preference to one State or any

part thereof, over any other State or any part thereof.

51. While ss 51(ii) and 99 refer to discrimination or preference between States or parts
of States, there are dicta supporting the view that s 99 binds Territory legislatures “
(Capital Duplicators v Australian Capital Territory (No. 1)11). It appears to follow that 1
$ 99 also binds the Commonwealth in so far as it is legislating in relation to the
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Territories, either under s 51(i) or some other power, including the Territoriés power, '*
if the law can be characterised as a law or regulation of trade or commerce. It also 3
appears to follow that laws made under s 51(ii) (the taxation power) cannot - - H
discriminate between States and Territories or between parts of Territories’. ;21'

¥
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52. We concluded in our previous advice that there was no discrimination involved in th
proposed RRT, given that the tax, as described, would apply equally at equal rates,
wherever resources are located. -

T

g TR ®

53. However, where it is proposed to offer a tax credit or refund to offset the RSPT, and,';
the.amount of this offset or refund will be based on ‘State royalty regimes, and will :
vary between States, it is necessary to reconsider the discrimination/preference
question. As noted in our previous advice, the threshold question is whether the law
entails discrimination between States; if there is no discrimination, there is no

- preference for s 99 purposes. :

3
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54.In Permanent Trustee Australia Limited v Commissioner of State Revenue
(Victoria)1s, the High Court confirmed that the concept of 'discrimination’, as used in
constitutional contexts including ss 51(ii) and 99, requires a Commonwealth law to
'discriminate against' a State or States. Discrimination might involve 'the unequal
treatment of equals or the equal treatment of those who are unequals, where the
differential treatment and unequal outcome is not the product of a distinction that is
appropriate and adapted to the attainment of a proper objective".

55. The High Court has not elaborated on the concept of a 'proper objective' in this
context, or the degree of fit required for a particular distinction to be regarded as
‘appropriate and adapted' to the attainment of such an objective. The present
Solicitor-General has recently advised that it is reasonable to work on the
hypothesis that a 'proper objective' must be one that is competitively neutral as
between States and parts of States and that the differential treatment is reasonably
necessary fo attain the objective. Thus, a proper objective may be the
accommodation of particular circumstances existing in particular States or parts of
States, including State-based legislative regimes.

56. We note that in early caselaw on s 51 (i) and s 99, it had been held that there will be,
no discrimination in the relevant sense if the Commonwealth law applies generally ‘

! For simplicity, for the remainder of this advice, we have referred only to discrimination
between States, but this should be read as including discrimination between Territories or
between a State and a Territory.

13 (2004) 220 CLR 388 at [89].
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uagﬁdut Australia but, by reason of the circumstances in one or more States, it
does not operate uniformly in all places. As Starke J explains in Cameron v Deputy

Commissioner of Taxatloms

A law applicable o all States and parts of States alike does not infringe the
Constitution merely because it operates unequally in the different States - not from
anything done by the law-making authority, but on account of the inequality of
conditions obtalnmg in the respectwe States.

57. Under this view, a Commonwedlth Iaw towhichs 99 ors 51(||) applies might not, in
its terms, discriminate between States, but the underlying facts in the States .
nevertheless may have the effect of dlscrlmlnatlng between States®.

58. However, it appears that, in Permanent Trustee, the High Court has moved away
from the approach taken in the earlier cases and now favours an approach fo -
interpreting s 99 (and, by extension, s 51(ii)) that focuses niore closely on the effect
of the Commonwealth law in question, rather than merely on the way in which it is
expressed to operate. This approach is consistent with the Court's recent tendency
to interpret constitutional guarantees less formalistically than in the past, so as to
ansure that those guarantees are not 'circumvented by mere drafting devices' (see,
for example, Ha v New South Wales®).

59. [n the present circumstances, although the RSPT would be imposed consnstently
across States, the associated tax credit or refund would be available to persons who
have paid royalties to a State or Territory, and would vary according to State-specific
determined levels. On its face, this appears to be discriminatory, because a person
mining a resource in one State could receive a different tax refund/creditthana
person mining the same resource in another State. '

80. If the refund/credit available were not capped by reference to State, but merely
related to the total amount of royalties paid (to any State), we think there would be a
reasonable argument that there is no discrimination for constitutional purposes. The
actual operation of the taxation law would be consistent across States, irrespective
of a taxpayer's residence or the place it did its business, and the level of the refund
available would be based on particular identified expenditure that it incurred; i.e.
actual amounts of royalties paid by the taxpayer to a particular State under a royalty
regime. The amount of the refund received would be directly and solely tied to
expenses incurred by a taxpayer, and not to the location of the taxpayer or the
taxpayer's operations. While, in practice, the actual expenditure incurred will have
varied by reference to the location of the mining operations, the amount of the
refund would still be tied to the expenses incurred and not fo the State in which they

were incurred.

61. However, the legislation will also establish a cap on the claim of these expenses
which will apply irrespective of the actual amount of expenditure incurred, and which
is based on the State rates at the time of announcement. This can have the result
of discriminating against persons on the basis of the State in which they conduct
their mining operations. For example, NSW and QLD currently have the same

% For other examples of this view, see WR Moran Pty Ltd v Deputy Commissioner of
Taxation (1940) 63 CLR 338 at 347-348, and Conroy v Carter (1968) 118 CLR 90 at 101.

3 For a recent endorsement of this interpretation of 'discrimination’, see Austin v
Commonwealth (2003) 185 at [117]

) :
_* (1997) 189 CIR 465
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royalty rate for granite/sandstone ($0.50/tonne). If these rates remain constant after
I the introduction of the RSPT, two taxpayers who extract granite in NSW and QLD
respectively will incur royalties in the relevant State, and will receive a refund on the
full amounts paid which can be applied against the RSPT. There will be no
§ apparent discrimination in those circumstances, because the amount of the refund is
§ directly tied to expenditure incurred by the taxpayer and is an equal amount in any
case. However, if NSW increased its rates to $0.75/tonne six months after the
 introduction of the RSPT, then the taxpayer operating in NSW will have incurred a
greater expense than the taxpayer in QLD, but will receive the same rate of
credit/refund, merely by reference to the legislative caps which are State based.

62. Accordingly, under the more substance-based view that we consider the High Court
is more likely to follow, we think there is potential discrimination between States in
the operation of the proposed law for s 51(ii) and s 99 purposes.

63. Given this, it then needs to be ascertained whether the unequal outcomes are 'the
product of a distinction which is appropriate and adapted to the attainment of a

* proper objective’ within the meaning of Permanent Trustee. The Solicitor-General's
opinion is that the differential treatment must be reasonably necessary to attain the
objective (as opposed to requiring that pursuing the objective itself is reasonably
necessary).

64. In a broad sense, the different treatment between States, in the sense of providing
different refunds based on royalty rates, is a necessary discrimination in order to
achieve competitive neutrality. That is, to the extent that the amount of refund
available differs between States, it is directed to ensuring that the effect of the
different tax rates is neutralised to the extent possible. The legisiation is intended to
provide these credits/refunds in order to neutralise the effect of the double taxation
and to ensure that any taxpayer mining anywhere in the country finishes in the same
tax position, regardless of the State in which they conduct their operations. The law,
while providing for different benefits for mining operators in different States, would
be '‘competitively neutral’ in the sense that it was designed to ensure equal
outcomes, in terms of total tax paid in relation to the extraction of minerals, for all
Australian taxpayers. In our view, this purpose is likely to be a proper objective,
since it relates to the accommodation of different State-based legislative regimes.

65. However, the law sets a different cap on the refund amount available in relation to
each State which is fixed at a particular point in time. This aspect of the proposal is
not directed at the objective of accommodating different State legislative schemes
and providing consistency for taxpayers across the country. Rather, this is
presumably included for administrative simplicity, and to ensure a degree of
certainty about the total cost of refunds to the Commonwealth. If no cap at all were
provided, States could continue to raise their royalty rates up to the amount of the
RSPT to increase their proportional share of the total tax payable by a particular
taxpayer, or even above the rate of the RSPT, so that the Commonwealth could
potentially be left in a negative net position. It might therefore be possible to argue
that the cap is merely incidental to the broader goal, and is a reasonably necessary
feature to administer the law. We think that a general cap on the amount of refund
tavailable would fall into this category (that is, a cap which is consistent across all
tates; see the discussion below).

66. However, in our view, there is a risk that a court would find that a cap which is based
{ on State locality is not only not reasonably necessary to achieve a proper objective,

but actively works against that objective in the sense of allowing the overall national

] consistency to be lost over time. For this reason, we consider there is a risk that a

court would find that the law discriminated between States for the purposes of

s 51(ii), and was therefore outside the scope of the taxation power. It follows that it -

i
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ould also be possible to argue that, to the extent that the law in effect permitted a
mining operator to receive a more favourable tax freatment in one State over
janother, it constitutes a preference for s 99 purposes. '

67. While the State royalty rates remain at the same level as at the date of

g announcement, the practical risk of challenge on the grounds.of discrimination is
& probably low, since taxpayers will all effectively be in the same position regardless
§ of the location of their mining operations. However, this risk will become greater if

: State rates increase and taxpayers are effectively required to pay that difference.

¥ We note that some taxpayers may-well extract minerals in multiple States and will

E therefore be conscious of the differences. As noted above, in the event of a

& challenge, we think there is a risk that a court would find that the law constitutes a

% discrimination between States that is not reasonably necessary in order to achieve
# the objective of consistency across States.

Suggested changes fo the proposal

" 68. It would be possible to revise the proposal to avoid thie rigk that the law could be
. held to be invalid on s 51(ii) or s 99 grounds. Specifically, as noted above, we do

not consider that there would be a risk that the law would be invalid if it did not
include a cap on the refund/credit which discriminated between States.

69. For example, the law could provide that the amount of the refund/credit is the lower
of the royalty amount paid to a State and an amount determined by reference to a
formula in the legislation. That formula might be based on a percentage of the

RSPT liability itself, or some other amount determined by reference to the profits
earned from the mineral. You may wish to determine a formula which is based on

the highest royalty rate payable under any of the State regimes as at the time of
announcement. In our view, provided that the same cap applies fo refunds/credits
regardless of the State to which the royalty was paid, this will not raise any
discrimination issues.

Pape considerations

‘ 70. In our previous advice we discussed the issues arising from the decision in Pape v

Commissioner of Taxationis, in which the High Court found that the taxation power

'= in s 51(if) would not support a law which required the payment of an amount in
i excess of tax liability. '

fi 71.Itis not clear from the description of the refund/credit in the instructions whether or
¥ notitis contemplated that a taxpayer could be paid an amount by the Commissioner
|t if it was in a position of tax loss, or whether the amount of the refund/credit can only

i be applied against tax liabilities (including or limited to the RSPT). To the extent that

i the refund/credit can only be applied against tax liabilities, we think it is clear that the
i law establishing it will be a law with respect to taxation, because it will be alaw

 reducing liability to pay tax.

it 72. However, our comments regarding refundable tax offsets in the previous advice (see

; paras 20-21 of that advice) would equally apply to this proposal if it is contemplated
i that the amount could reduce the income tax of a person to 'below zero', and result

¥ in the Commonwealth, through the Commissioner, paying a 'refund" to the taxpayer.

- Accordingly, to the extent that the law permitted such an amount to be paid to a

# taxpayer, it would have to be made in reliance on another constitutional power. We

are happy to advise further on this issue, if you would like. ‘ :
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ATTACHMENT B

HOW THE TAX WOULD OPERATE

The Resource super profits tax would be charged at a rate of 40 per cent.

In keeping with Australia’s Future Taxation System (AFTS) Review recommendations, the resource
super profits tax (RSPT) would be charged at 40 per cent of the realised resource rents.

Resource profits (revenue less extraction costs) form the RSPT profit base.

Broadly, the resource profit base is the excess of revenue received from a project over the costs of
extraction.

A tax on resource profits could apply on a straightforward basis as set out in Figure 1 (assuming the

project is 100 per cent owned by a single firm). The resource tax liability with respect to a project .
- in year ¢ (as represented in the upper-right box) would be the resource profit base in year ¢

multiplied by the tax rate of 40 per cent. The resource profit base in year ¢ is equal to the revenue

carned in that year less the costs incurred in extraction in that year. (

Figure 1: The first building blocks of the RSPT

tax rate R
(40%) ”
' A

" Revenue X

{year )

less

Extraction

costs

(year f)

: {

Some expenditures would not be immediateiy deductible.

The next step is to define the nature of revenues and costs that form the resource profit base. The
resource profit base in any year could be determined by all reveniies received and all expenditures
(including investment expenditures) made in that year. This would be a ‘cash flow’ resource profit
base. ‘ ‘

If liabilities were determined on the basis of the revenues and costs incurred in a year, they would
vary greatly from year to year, depending on production patterns, prices received and costs
incurred. In some years, such as in the development phase of a project, costs would exceed revenue
and so, in principle, resource firms would be entitled to a refund of their resource tax lability.

However, two important departures are proposed for the actual RSPT.

. Depreciable assets would not be fully deductible immediately.

. Firms would not (in general) be given immediate refunds in loss years.

IN-CONFIBENCE ' 8
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Since this treatment is not as advantageous to resource firms as a pure cash-flow method, a form of
compensation is proposed. The compensation is designed to provide the equivalent of a cash-flow
method of deduction. : '

The proposed treatment of depreciable assets and losses under the RSPT is now outlined. From this
point, reference is made specifically to the RSPT profit base and the RSPT liability and so on,
rather than generically to the resource profit base and the resource tax liability and so on.

Capital costs would be spread over time but an interest allowance would be provided to
compensate for delays in deduction. ’

All operating expenses would be deductible in full from the RSPT profit base in the year in which
they are incurred. This includes such items as labour costs and energy costs. _

- However, expenditures on assets would have to be spread over a number of years. Capital
expenditures would be treated as a yearly depreciation expense.

Interest compensation would be paid for the delays in allowing deduction of capital expenditures.
The process can be thought of in the following way. Capital expenditures are ‘deposited’ in an
“RSPT capital account’. Annual depreciation is deducted and is counted as an annual extraction
cost. The balance of expenditures on capital items after deduction of depreciation would remain in
the RSPT capital account would attract an annual rate of RSPT allowance. The RSPT allowance in
each year would be deducted from the RSPT profit base in the same year.

This treatment is depicted in the diagrammatic representation of how the RSPT works in Figure 2.
It shows annual expenditures on depreciable assets (that is, investment) going into a notional RSPT
capital account. The annual amount of depreciation on each asset is deducted from the account and
enters as an extraction cost in year ¢ for the purpose of determining the RSPT profit base. Each
year, an RSPT allowance is determined, based on the balance remaining in the RSPT capital
‘account (after deduction of current-year depreciation). The amount of interest allowance is
deducted from the RSPT profit base for year ¢.
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Figure 2: RSPT _With allowance for corporate capital (ACC)

RSPTrate | |-RSPT.liability.
(40%) - -f'(ygér s}
. - .
Revenue X
(yearf)
Extraction
costs
(year f)
A
X depreciation : SErrera Uy . Seeel
rate R ~~ The RSPT capital

account includes the
residual (undepreciated)
value of previous years'
Investment - investment

(year t)

RSPT losses would be recognised but would not be paid out in cash immediately. Delays in
recognition would be compensated through an interest allowance.

An RSPT loss occurs when the extraction costs, plus the RSPT allowance, in year ¢ are greater than
the project’s receipts in year £ This would imply a negative RSPT liability in that year.

Resource firms are guaranteed to receive the benefit of negative liabilities in one form or another.
But the benefit would not (in general) take the form of an immediate cash refund. '

Rather, RSPT losses would be treated in two ways:

. they can offset revenue from another interest in a project owned by a firm, or from another
interest in a project owned by a firm that is part of the same economic group (such as a wholly
owned group of companies); and -

. if they cannot be transferred, RSPT losses can be carried forward to be offset against future
resource revenue from those project interests.
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Resource firms would be compensated for having to wait to receive the benefit from any unclaimed
losses. Such losses would also be ‘deposited” in the RSPT capital account and would be included i in
the annual calculation of RSPT allowance that gets deducted from the RSPT profit base.

Transferred losses can drive the RSPT profit base to zero in the year, but not to a negative.

The use of transferred losses is introduced into the diagrammatic representation of how the RSPT
works in Figure 3. First, the RSPT profit base only determines an RSPT liability if it is positive. If
it is negative, the RSPT loss is added to the RSPT capital account. These possibilities are shown in
blue lines in the diagram. The-use of transferred losses to reduce the RSPT profit base in an RSPT
profit year is shown in green. The transfer of previous losses from the same project out of the
RSPT capital account and the transfer of losses from another project are both depicted.

Figure 3: RSPT with transfer of losses

X depreciation
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/
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Refunds would be paid to firm’s on a reasonable basis such as on a firm’s exiting the resource
sector

The minihg sector would be consulted on what would be a reasonable basis. The amount that
~would be refunded to miners would be 40 per cent of the balance of the RSPT capital account.
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