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What this Ruling is about

1. This Ruling discusses those provisions of section 73B of the
Income Tax Assessment Act 1936 (‘the 1936 Act’) that apply to
expenditure incurred in respect of plant' used in carrying on research
and development activities (‘the plant expenditure provisions’). It is
not concerned with plant that is post-23 July 1996 pilot plant.?

2. The provisions referred to in this Ruling are in Appendix A.
3. This Ruling explains the meaning of the following words and
phrases in the definition of plant expenditure in subsection 73B(1):

o plant and unit of plant,

o ‘expenditure incurred ... in the acquisition or the

construction ... of a unit of plant’; and

o ‘for use by the company exclusively for the purpose of
the carrying on ... of research and development
activities’.

4. The Ruling considers the commencement and cessation of

exclusive use tests in subsections 73B(4) and (5), the consequences of
ceasing to use a unit of plant in the same year as such use commenced,
and the treatment of expenditure in respect of items commonly

" Including “pilot plant’ acquired or constructed under a contract entered into prior
to 23 July 1996.

2 This type of plant is dealt with in separate provisions in section 73B, namely,
subsections 73B(4A) to (4]), 73B(15AA), 73B(15AB), 73B(21A) and 73B(24A).
These provisions allow deductions at the concessional rate for post-23July 1996
pilot plant spread over the useful life of the plant where the plant is used exclusively
in carrying on research and development activities. See subsections73B(1) and (4C)
for definition of post-23 July1996 pilot plant.
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referred to as prototypes. This Ruling also considers substance over
form in contract arrangements and the application of Part IVA of the
1936 Act.

Class of person/arrangement

5. This Ruling only applies to an eligible company (see
Appendix A) which is registered under the Industry Research and
Development Act® (IR&D Act), as required by subsection 73B(10) of
the 1936 Act,” and which has incurred expenditure on plant that is for
use in the carrying on of research and development activities. It does
not apply to expenditure that is not in respect of plant.

6. Note that expenditure incurred in the acquisition or
construction of plant is precluded from deduction under the general
operative provision of section 73B, subsection 73B(14), by virtue of
the exclusion contained in the definition of research and development
expenditure in subsection 73B(1) (see Appendix A).

7. For the purposes of this Ruling, we have distinguished
between two categories of plant that a company may use in carrying
on research and development (‘R&D’) activities. The first category is
where the item of plant acquired or constructed by the eligible
company is an end-result or object of a particular program of R&D
activities, and testing or other analysis of its performance is integral to
the R&D program (‘end-result plant’).

8. The particular type of end-result plant dealt with in this Ruling
is constructed or acquired on a full-scale basis and is, thus,
distinguished from another type of end-result plant - that of “pilot
plant’, defined in subsection 73B(1) to be a ‘model’ (see Appendix A
for the full definition of pilot plant).

9. The other category of plant is those items used to carry out
R&D activities in a facilitative wayj, i.e., without themselves being the
subject of the R&D activities (‘facilitative plant’).

10.  The distinction between these two categories of R&D plant is
illustrated as follows. An eligible company purchases a standard
computer from a common supplier, to use it to record and analyse the
results of certain laboratory experiments. This computer is not the
subject of these experiments, nor is it the end-result of them.
However, to the extent that the experiments constitute R&D activities,
that computer, as an item of plant, is used for the ‘purpose of carrying

3 Pursuant to section 39J or 39P of the IR&D Act.

* Note that the eligible company is required to be registered with the Industry
Research and Development Board in respect of each year and each research and
development activity in respect of which plant expenditure (or any other section 73B
expenditure) is to be claimed.
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on’ those R&D activities (see, e.g., subsection 73B(4)). This
computer is facilitative plant.

11. In contrast, a company acquires and modifies, or constructs, a
new, innovatively designed and built full scale mainframe computer,
based around new, technically risky components as part of a concerted
R&D program to design and produce this new machine. This item of
plant is the primary subject of this set of activities, and its use in being
tested, having its performance evaluated and being modified, is a use
for the purpose of carrying on these activities. To the extent that the
activities are R&D activities, there is ‘R&D use’ of this item of plant.
This computer is end-result plant.

12.  While this Ruling focuses primarily on end-result plant, the
principles discussed herein apply equally (where relevant) to
facilitative plant.

13. We do not address the determination of which activities are
research and development activities in this Ruling. This is a matter
which is the responsibility of the Industry Research and Development
Board (see Appendix E to Taxation Ruling IT 2552, and the comment
on Question 1). An underlying presumption in applying this Ruling
is that the activities in respect of which a unit of plant is used are
eligible research and development activities.

14. This Ruling supersedes paragraphs 22 and 23 of IT 2532 and
we will withdraw them when this Ruling issues in final form.

Ruling

Operation of the plant provisions

15. To fully appreciate the matters discussed in this Ruling, it may
be useful to consider the broad operation of the plant provisions as
they appear in section 73B. The following is a very brief outline of
the most important provisions, designed to give some context to the
discussion that follows. It should not be used as a substitute for a
careful reading of the section, as and when required:

. subsection 73B(15) - allows a deduction based on
qualifying plant expenditure; also requires the unit of
plant to have commenced to be used exclusively for
R&D purposes;

o subsection 73B(4) - defines qualifying plant
expenditure (subject to subsection 73B(5)); requires the

> Note that the IR&D Board has issued a draft Tax Concession Advisory Note on
‘R&D claims involving the development, construction and installation of Plant and
Equipment’.
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company to have incurred plant expenditure (as defined
in subsection 73B(1));

. subsection 73B(5) — deems there to be no qualifying
plant expenditure where the company has ceased to use
the unit of plant exclusively for R&D purposes;

. subsection 73B(21) — notwithstanding subsection
73B(5), provides that a deduction for depreciation may
still be allowable;

. subsection 73B(23) — deals with the loss, disposal or
destruction of a unit of plant that has been the subject
of subsection 73B(15).

Definition of plant expenditure

16.  The existence of an amount of plant expenditure is the starting
point for the operation of all of the provisions outlined above. Plant
expenditure is defined in subsection 73B(1) in relation to an eligible
company as:

‘... expenditure incurred by the company in -

(a) the acquisition, or the construction ... of a unit of plant
other than post-23 July 1996 pilot plant; or

(b) the construction by the company ... of a unit of plant
other than post-23 July 1996 pilot plant,

being a unit of plant for use by the company exclusively for the
purpose of the carrying on by or on behalf of the company of
research and development activities’.

17. The following paragraphs deal with various aspects of this
definition.

Plant

18. The definition of ‘plant’ in subsection 73B(1) includes
anything that is plant under Division 42 of the Income Tax Assessment
Act 1997 (‘the 1997 Act’) and anything that is plant or articles under
section 54 of the 1936 Act (the depreciation provisions).

19.  We consider that the following principles apply when
determining whether an item is ‘plant’ for the purposes of subsection
73B(1):
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o the item is more than the mere setting in which the
taxpayer carried on their business (Broken Hill
Proprietary Co Ltd v. FC of T°);

. the item serves a functional purpose in the taxpayer’s
business operation (Quarries Ltd v. FC of T');

. the item is a chattel or fixture kept for use in carrying
on a business operation (Broken Hill Proprietary Co
Ltd); including items in the nature of a ‘tool’ in the
trade that ‘plays a part’ in the business operation
(Macquarie Worsteds Pty Ltd v. FC of T°);

. the item has an enduring character as an asset used in
the taxpayer’s business operations, as opposed to being
consumed in those operations (Davies Coop & Co Ltd
v. FC of T°); and

o further, the item may be an article (by virtue of the
inclusion of articles in the definition of plant in
subsection 73B(1) prior to 1 July 1997, and subsequent
to that, by virtue of the inclusion of articles in the
definition of plant in subsection 42-18(1) of the 1997
Act). The term articles takes on the comprehensive
meaning it is given in common usage, and includes
items that may not normally be considered to be plant
because they fail to have the ordinary business or
industrial characteristics, such as very small or portable
items. "

20.  Where a company carries on business which includes research
and development activities, the term ‘plant’ includes chattels and
fixtures kept for use in carrying on the company’s R&D operations.
This includes:

o items of facilitative plant; and

o items of end result plant that are used for the purposes
of furthering the R&D activities (e.g., testing, analysis,
data extraction, modification or development)

where those items are not expected to be consumed or used up in the
R&D activities.

6 (1967) 120 CLR 240; (1969) 1 ATR 40; (1968) 15 ATD 43.
7 (1961) 106 CLR 310; 35 ALJR 310.

S 74 ATC 4121; (1974) 4 ATR 334.

° (1948) 77 CLR 299; 8 ATD 320.

' Case Q11 83 ATC 14; (1983) 6 CTBR(NS) Case 75.
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21. We also consider that plant and trading stock are mutually
exclusive notions (see Yarmouth v. France;'' Davies Coop & Co

Ltd).

What is a prototype and can it be an item of plant?

22.  The term ‘prototype’ is commonly and loosely used to refer to
any experimental, generally ‘first-off” item, developed as a result of
R&D activities. ‘Prototype’ is not a defined term within section 73B,
nor is the concept of a prototype referred to in the section. Specific
treatment is, however, accorded to pilot plant (defined in subsection
73B(1)'%). We will apply the principles set out in paragraphs 18 to 21
above to determine whether a prototype (other than pilot plant) is an
item of plant.

23.  For example, where a company develops a prototype of a new
line of trading stock, and the item:

(a) is to be used in the R&D operation for testing, analysis
or developmental purposes; and

(b) is not expected to be destroyed, consumed or rendered
useless in those operations

it is an item of plant.

24, However, where the company expects the item to be rendered
useless, consumed or destroyed, the item is not plant.

The treatment of expenditure in respect of prototypes

25. Where a prototype is a full scale end-result plant, or an item of
plant of the type described in the example in paragraph 23, the
expenditure falls for consideration under the plant expenditure
provisions of section 73B. It is subject to the exclusive use and the
disposal or transfer of use provisions relating to plant expenditure,
many of which are dealt with in this Ruling.

26. Where a company incurs expenditure in relation to the item
which is not plant as described in paragraph 24 above, the expenditure
is not plant expenditure and falls to be considered under subsection
73B(14) as research and development expenditure.

Unit of plant

217. The determination of what comprises a unit of plant depends
upon a review of the function and purpose of the items in question and

' (1887) 19 QBD 647.
2 See Appendix A.



Draft Taxation Ruling

TR 1999/D14

FOI status: draft only - for comment Page 7 of 43

is a question of fact and degree. A unit of plant is an item that has a
separate function, and is functionally complete in itself, even though it
may not be self-contained or isolated.

28.  When an item of end-result plant is being constructed, it
become a unit of plant at the time that it commences to serve a
functional purpose in respect of the R&D operation being conducted.
Relevant functions to which it might be applied include:

o testing the success of the plant and the research;

. providing data for analysis; and

. adapting or modifying the item to further the research.
29. Whilst the item may not be ‘complete’ or considered to be a

unit of plant in a conventional (production) sense at such a time, the
R&D function that it is serving gives it the character of a unit of plant
in respect of the research and development activities being conducted.

30. A unit of plant may, as a consequence of having had major
alterations or additions carried out on it, or by being integrated with
other units of plant, evolve or merge into a further unit of plant. This
second unit of plant is then subjected to further testing or analysis in
its expanded or integrated form. We consider that a new unit of plant
occurs (as opposed to the original unit merely being modified) if the
function or use played by the second unit is materially different from
that performed by the original unit.

31. We do not consider the merging of the original unit into the
second unit to be a cessation of use of the original unit by virtue of its
ceasing to exist. Rather, we consider both units to co-exist.
Therefore, the expenditure incurred on both units is eligible for
deduction as long as the second integrated unit is applied to an R&D
purpose or function (provided the other tests of deductibility are met).

Expenditure incurred in the acquisition or construction of a unit of
plant...

32.  Expenditure incurred in transporting and/or installing items of
eligible (i.e., intended to be used, and actually used, exclusively for
R&D purposes) plant on-site falls for consideration for deduction
under subsection 73B(15) as qualifying plant expenditure, not under
subsection 73B(14) as research and development expenditure, in both
of the following circumstances:

o where the transportation and on-site installation occurs
after the completion of the construction of the unit of
plant, so that it can be used for R&D purposes on that
site; and
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. where the installation and transportation themselves are
instrumental in bringing about a new unit of plant (e.g.,
where various components or other units of plant are
integrated into a new unit of plant).

33.  The term ‘expenditure’ includes the money value of any
consideration paid or given otherwise than in cash, by virtue of the
operation of section 21 of the 1936 Act.

Design costs

34. We do not consider expenditure incurred in the general design
and development of the concept for a new machine or other plant
(such as costs of basic and applied research, computer modelling, etc.)
to be expenditure on the construction of a unit of plant. However, it
may be research and development expenditure. In contrast, the costs
of the specific design plans for the actual unit of plant itself comprise
expenditure in the construction of the unit of plant.

Salary and wage expenditure incurred in the construction of plant

35. Expenditure on salary and wages for staff engaged in the
construction of an eligible unit of plant falls for consideration under
subsection 73B(15), as qualifying plant expenditure, and not under
subsection 73B(14) as salary expenditure, a component of research
and development expenditure.

For use ... exclusively for the purpose of carrying on ... of research
and development activities

36.  The test of whether expenditure is incurred on a unit of plant
‘for use ... exclusively for the purpose of carrying on ... of research
and development activities’ is an integral part of the definition of plant
expenditure in subsection 73B(1). This test involves identifying the
intended use or uses for the unit, as gauged at the time the
expenditure in respect of the plant is incurred.

37. The test requires that the company intend to use the plant at
that time solely and exclusively for the purpose of carrying on R&D
activities, regardless of the period of time to which this intention
relates. Therefore, if a company constructs end-result plant, even if
there is some doubt about whether it can be successfully completed,
and intends to use the item:

. to test the success of the R&D program; or to use it for
some other R&D purpose; and also

. for a production or other (non-R&D) business purpose;
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expenditure on construction of that item does not satisfy the exclusive
use intention test.

38. Similarly, if a company intends to use an item of facilitative
plant (such as the computer referred to in paragraph 10 above) in
R&D activities and on completion of those activities in general
administrative duties, the expenditure is not plant expenditure.

Determining the company’s intention

39. In determining the company’s intentions in relation to the unit
of plant, the Commissioner has regard to all of the relevant facts of
each case, including:

. the company’s stated intentions and plans (including
contingency plans) and corporate records thereof;

. the actual uses to which the plant has been applied, and
the credibility of any explanations given by the
company to justify a claimed change of intention and
consequent use;

. the amount of non-essential (from an R&D perspective)
activities undertaken and expenditure incurred on the
unit of plant, e.g., on cosmetic enhancement or aspects
unrelated to the outcome of the R&D;

o the level of expenditure involved;

o whether a full scale plant was preferable to a model
from an R&D perspective; and

. the nature of any commitments entered into requiring
future use of the plant (e.g., for sale of output of the
plant) and whether those commitments are revocable in
the event of failure of the plant, or contingency plans
are in place to satisfy the commitments from another
source.

Note that the above list is NOT exhaustive.

40. None of these factors is necessarily conclusive and in any
particular case, other factors may be relevant.

Qualifying plant expenditure

41. The following paragraphs relate to the operation of subsections
73B(4) and (5), which determine whether there is an amount of
qualifying plant expenditure in relation to the company in relation to
the year of income.
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42. Once it is established that an amount of plant expenditure
exists, subsection 73B(4) deems there to be an amount of qualifying
plant expenditure where, during the year of income, the company
commences to use the unit of plant exclusively for the purpose of the
carrying on of research and development activities.

43.  However, if during the year of income the company ceases to
use the unit of plant exclusively for the purpose of the carrying on by
or on behalf of the company of research and development activities,
subsection 73B(5) states that there shall be no amount of qualifying
plant expenditure in respect of that year or any subsequent year.

Meaning of ‘commences to use ... exclusively’

44. The purpose of this phrase in subsection 73B(4) is to identify,
in conjunction with subsection 73B(15), when there first appears
‘qualifying plant expenditure’, so that deductibility can commence.

45. To determine what actually comprises a ‘unit of plant’, the
functional use that the item plays in the R&D operation is relevant.

A company is taken to ‘commence to use ... exclusively...’ the item at
the time the unit is actually first applied to that use. It does not
include the period of time in which the unit of plant is constructed or
assembled.

Meaning of ‘ceases to use’

46. We consider the term ‘ceases to use’ in subsection 73B(5)
means that a company has ceased to hold and maintain the unit of
plant exclusively for the required purposes. This occurs if the
company:

. ceases to apply the plant exclusively for R&D
purposes; or
. commences to hold the plant for some other purpose; or
. physically uses the plant for another purpose.
47.  For example, we do not consider the cessation of physical use

of scientific laboratory equipment at the completion of one R&D
program, where that equipment is to be used in further R&D projects,
to be a relevant cessation of use. Commencing to use the unit of plant
for a non-R&D purpose is, however, a cessation of actual exclusive
R&D use.
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Where cessation occurs in the year of commencement

48.  Where the use of a unit of plant exclusively for research and
development activities commences and ceases (as per paragraphs 44
to 47 above) within the one financial year, no deduction at all is
allowable under subsection 73B(15) for qualifying plant expenditure.
Any expenditure on such a unit of plant is considered for deduction
only under the general depreciation provisions of the 1936 Act or the
1997 Act.

Substance over form in contract arrangements

49. A company may purport to enter into a contract for the
provision of R&D services and seek to deduct the costs as research
and development expenditure. However, it may be apparent from the
circumstances that the true nature of the contract is one for the
provision of a unit of plant to the company. In these circumstances, it
is the substance of the arrangement that determines eligibility for
deduction, rather than the form of the contract or the labels given to
the expenditure therein.

50. We make a determination of the true character of an
expenditure from an examination of all the relevant facts and
circumstances. Similarly, we consider the totality of the facts to
determine the true intention of the parties where the intention of the
parties is that the documents are not to create the legal rights and
obligations which they give the appearance of creating.

Part IVA

51. In circumstances where we determine that a company has
entered into arrangements with the dominant purpose of obtaining a
tax benefit, we may apply Part IVA. For example, a company might
use an interposed entity for the purpose of obtaining an immediate
deduction rather than having it spread over 3 years, where there is no
commercial reason for such interposition.

Date of effect

52. This Ruling applies to years commencing both before and after
its date of issue. However, the Ruling does not apply to taxpayers to
the extent that it conflicts with the terms of a settlement of a dispute
agreed to before the date of issue of the Ruling (see paragraphs 21 and
22 of Taxation Ruling TR 92/20).
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Explanations

Operation of the plant provisions

53. A deduction in respect of plant expenditure is allowed under
subsection 73B(15) where, in the year in which an eligible company
commences using a unit of plant exclusively for the purpose of
carrying on research and development activities, or in either of the two
subsequent years, there is an amount of qualifying plant expenditure
in relation to the unit of plant. The amount of the deduction allowed
(where the aggregate research and development amount" in relation
to the company in relation to the year of income is greater than
$20,000) is one third of the amount of qualifying plant expenditure
multiplied by 1.25. Where the aggregate research and development
amount is less than $20,000, the deduction allowed is one third of the
amount of qualifying plant expenditure.

54. Subsection 73B(4) provides that there shall, in relation to a
unit of plant, be an amount of qualifying plant expenditure in relation
to the year of income and in relation to each of the two succeeding
years of income. It applies where, during the year of income, the
eligible company commences to use the unit of plant, in respect of
which the company has incurred an amount of plant expenditure,
exclusively for the purpose of the carrying on by or on behalf of the
company of research and development activities.

55. However, under subsection 73B(5), where there would
otherwise be an amount of qualifying plant expenditure in relation to a
unit of plant owned by an eligible company in relation to a year of
income and, at any time during the year of income, the company
ceases to use that unit of plant exclusively for the purpose of the
carrying on by or on behalf of the company of research and
development activities, there shall be no amount of qualifying plant
expenditure in relation to that unit of plant in relation to the year of
income or any succeeding year of income.

56. ‘Plant’ is defined in subsection 73B(1) to mean:

. things that are plant within the meaning of section
42-18 of the 1997 Act (this meaning applies from the
1996-97 income year onwards; prior to this, the
definition referred to things that are plant or articles
within the meaning of subsection 54(1) of the 1936
Act); or

. things to which section 42-18 (previously subsection
54(2) of the 1936 Act) would apply if the carrying on
of research and development activities were the

5 See Appendix A for the definition of this term.
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carrying on of a business for the purpose of producing
assessable income; or

. pilot plant other than post-23 July 1996 pilot plant.

57. If, during either of the second or third years following the year
of commencement of exclusive use, the unit of plant ceases to be used
exclusively for carrying on R&D activities and commences to be used
for an income producing purpose that qualifies it for depreciation
deductions, subsection 73B(21) provides a mechanism for further
deductions to be allowed under the depreciation provisions. This
subsection deems the unit of plant to have been acquired by the
company at a cost equal to its written down value'* generally on the
first day of the year of income in which the change of use occurred.
Effectively, the written down value is the undeducted portion of the
cost of the unit of plant, ignoring any concessional component
allowed (i.e., two thirds or one third of the cost of the unit of plant in
years two and three respectively).

58.  Where a unit of plant that has been used exclusively for the
purpose of carrying on R&D activities is then disposed of, lost or
destroyed in either of years two or three, an additional deduction'” is
allowed in respect of any loss incurred on such an event and any profit
made is included as assessable income, under subsection 73B(23).

Plant expenditure

59.  Plant is defined in subsection 73B(1) to mean things that are
plant within the meaning of section 42-18 of the 1997 Act (for 1997
and prior income years, it means things that are plant or articles within
the meaning of subsection 54(1) of the 1936 Act), whether or not
depreciation is allowable under those (sub)sections; or things to which
section 42-18 (or subsection 54(1)) would apply if the carrying on of
research and development activities were the carrying on of a business
for the purpose of producing assessable income; or pilot plant other
than post-23 July 1996 pilot plant. The definition of plant within the
respective depreciation provisions is an inclusive one, leaving the core
meaning of the term plant to be determined by reference to case law.

60.  Case law has tended to distinguish the concept of ‘plant’ from
things that are the ‘mere setting’ in which the taxpayer carries on
business. The term does cover things that are in the nature of ‘tools’
or that ‘play a part’ in the business operations (Broken Hill
Proprietary Co Ltd;'® Macquarie Worsteds Pty Ltd;'" and Carpentaria

4 See Appendix A for the definition of this term.

' The additional deduction is at the concessional (125%) rate if the aggregate
research and development amount exceeds $20,000.

' (1967) 120 CLR 240; (1969) 1 ATR 40.

"7 74 ATC 4121; (1974) 4 ATR 334.
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Transport Pty Ltd v. FC of T'®). To be an item of plant the item needs
to serve some functional purpose in the business operations within that
setting (Quarries Ltd; Wangaratta Woollen Mills Ltd v. FC of T;"
Macquarie Worsteds Pty Ltd). An item so closely integrated with its
setting, and supported by that setting in a way that makes its
functioning possible, may not be possible to separate from that setting
in determining whether there is an item of plant (Taxation Ruling

IT 31; Wangaratta Woollen Mills).

61. In Broken Hill Proprietary Co Ltd,” Kitto J, in considering the
term ‘necessary plant’ in the former subsection 122(1), said at 48:

‘As to the meaning of the word “plant”, it is sufficient at this
point to refer to a line of English decisions from Yarmouth v.
France (1887) 19 Q.B.D. 658, J Lyons & Co. Ltd. v. The
Attorney-General (1944) 1 Ch. 287 and Jarrod v. John Good
& Sons Ltd (1963) 1 W.L.R. 214, and to say that in my
opinion, in accordance with the exposition to be found in these
cases, the word as used in sec.122(1) includes every chattel
or fixture which is kept for use in carrying on of the mining
operations, not being (in the case of a building) merely in the
nature of the general setting in which a part of those operations
are carried on.” (our emphasis)

62. The term plant, as defined in subsection 73B(1), includes
articles (through inclusion in the subsection 73B(1) definition of plant
prior to 1 July 1997 and by inclusion in subsection 42-18(1) after that
date). The term articles is also not defined in either the 1936 Act or
the 1997 Act and so takes its meaning from the common
understanding of the expression.

63. The Shorter Oxford Dictionary meaning of the term includes:

‘a particular material thing, a commodity, or a piece of goods
or property’.

64. The term articles has been found to be a very broad and
comprehensive word, unlimited by the context in which it appears
(Quarries Ltd;*' Faichney v. FC of T*%). Its meaning includes items
that may not fall within the meaning of plant, due perhaps to their
small size or portability (e.g., a watch®), or lack of business or
industrial characteristics (Faichney). It does not include a structure
erected or built in situ or a fixture (Quarries Ltd; Taxation
Determination TD 97/24).

890 ATC 4590; (1990) 21 ATR