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Taxation Ruling
Income tax: computer spare parts

This Ruling, to the extent that it is capable of being a 'public ruling'
in terms of Part IVAAA of the Taxation Administration Act 1953,
is a public ruling for the purposes of that Part . Taxation Ruling

TR 92/1 explains when a Ruling is a public ruling and how it is
binding on the Commissioner.

What this Ruling is about

1. This Ruling deals with:

A - the circumstances in which computer spare parts are
trading stock of a computer supplier for the purposes of
the trading stock provisions contained in Subdivision B of
Division 2 of Part Il of the Income Tax Assessment Act
1936 (ITAA);

B - the proper taxation treatment for rotatable and non-
rotatable computer spare parts acquired by computer
suppliers for multiple purposes e.g. to sell them, to repair
computer equipment, to use them under computer
maintenance agreements or to use them to meet warranty
obligations;

C - the appropriate taxation treatment under section 31 for
computer spare parts which constitute trading stock of
computer suppliers, including acceptable bases of
valuation of trading stock on hand and of stock identified
for scrapping;

D - what are consumables;

E - the timing of assessability of fees payable to a computer
supplier under a maintenance agreement;

F - the timing of deductibility under subsection 51(1) of
repair costs incurred by a computer supplier;

G - the application of the depreciation provisions in section 54
to computer spare parts held by a computer supplier;

H - the application of the capital gains and losses provisions
contained in Part IIIA of the ITAA to computer spare
parts held by a computer supplier;

I- the application of transfer pricing provisions.
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2. Some of the terms used in this Ruling are defined in paragraph
113.

Ruling

A - Are the parts trading stock?
Parts that are trading stock

3. Spare parts held by a computer supplier are generally trading
stock if they are used by the supplier in one or more of the following
ways:

(a) Direct sale to customers.

(b) Repair of equipment, with a separate charge being imposed
for the working part supplied (e.g. over-the-counter repairs).

(c) Repair of a customer's equipment under a maintenance
agreement under which a periodical maintenance charge is
made but generally no additional charge is made each time a
part is supplied to the customer. Under the agreement, title
to a working part passes to the customer at the time of
installation and title to a non-working part passes to the
computer supplier at the time it is removed from the
customer's equipment.

(d) Repair of a customer's equipment under warranty.
No separate charge is imposed on the customer at the time
the working part is supplied. Title to a working part passes
to the customer at the time it is installed and title to a non-
working part passes to the computer supplier at the time of
removal.

(e) Repair to new or used computer equipment purchased for
the purpose of selling that equipment.

(f) Manufacture of computer equipment for sale.

Parts that are not trading stock

4.  Spare parts held by a computer supplier are not trading stock if
they are used by the supplier in one or more of the following ways:

(g) Repair of equipment owned and used by the computer
supplier as part of its business operations (for example, in
its administration, internal accounting, training)- as parts
held exclusively for repairs to the capital asset of a business.
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(h) Repair of the supplier's equipment which has been rented or
hired to other parties (other than under a maintenance
agreement). In these cases the computer supplier retains
ownership of the equipment.

(1) Manufacture of computer equipment to be owned and used
by the computer supplier in its business operations.
Expenditure incurred in purchasing these parts is
expenditure incurred in purchasing a capital asset and is of a
capital nature.

B - Multiple purpose acquisitions
5. Ifaperson carrying on business as a computer supplier:

(a) can identify, when acquiring a particular computer spare
part, that it is acquired for purposes of manufacture, sale or
exchange (i.e. a trading purpose - see paragraph 3); and

(b) is able to track individual parts until disposal,

it must treat that part as trading stock. Similarly, if the computer
supplier can identify some other purpose for the acquisition of a
particular part and is able to track it until disposal, it must apply the
appropriate taxation treatment to that part.

6.  In most cases, however, computer suppliers hold all spare parts
in one pool regardless of their ultimate or intended use. If a computer
supplier is unable to identify with certainty at the time of acquisition
the ultimate intended use to which the part being acquired will be put,
either of the following methods may apply at the option of the
computer supplier:

Method 1 Whether parts are trading stock of the computer
supplier depends on the dominant purpose of the acquisition of
the parts. We would accept that, as a rule of thumb, if 80% or
more of the pool of parts is to be used under maintenance
agreements, all spare parts held by the computer supplier may be
treated as trading stock even though 20% of parts are used for
non-trading stock purposes;

Method 2 If the computer supplier maintains sufficient records
to enable it to identify the actual percentage use of spare parts
for trading and non-trading purposes respectively, it may treat as
trading stock the percentage used for trading purposes. This
method is only available if the records of the computer supplier
are able to support the apportionment.
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C - Taxation treatment of parts that constitute trading stock
i -Trading stock to be valued at year end

7.  Closing stock of spare parts held by a computer supplier must be
valued in accordance with section 31. The appropriate methods of
valuation discussed in the following paragraphs apply to all stock on
hand, whether acquired by the supplier as new stock (that is stock that
has not been used before by the computer supplier in Australia), or
obtained as non-working parts from customers under maintenance
agreements or warranties in return for working parts or repaired parts.
Non-working parts of a computer supplier which are held by another
entity for repair but which are to be returned to the supplier after
repair, are also to be valued as stock on hand of the supplier, if the
supplier has power of disposition over the stock. In addition, except
for stock identified for scrapping (refer paragraph 25) we do not
accept that stock on hand at year end need not be valued simply
because it is expected that it will be disposed of in the future.

8.  If the computer supplier holds both new and repaired parts in
one pool, it may be unable to identify precisely which parts on hand at
year end are new and which are used (without physically inspecting all
parts on hand). In that case, we accept that in valuing the stock on
hand the computer supplier may adopt appropriate sampling
techniques to identify the proportion of new and used parts in its
stock. The computer supplier must be able to demonstrate, if required,
that the sampling techniques adopted are properly based.

ii -Subsection 31(1)
Market selling value

9. Under subsection 31(1), closing stock of spare parts may be
valued at cost, market selling value, or replacement price at the option
of the taxpayer. Market selling value means the value which the spare
part would have attracted if it had been sold in the ordinary course of
the supplier's business. If the supplier sells spare parts both on a retail
and wholesale basis, whether the retail or the wholesale value is the
relevant market selling value depends on the individual circumstances
of the taxpayer's business. For example, if the wholesale stock can be
identified, it should be valued at the wholesale value and the retail
stock valued at retail value. If wholesale stock cannot be identified,
stock may be valued on the basis of actual percentage sales of parts by
retail or wholesale, provided appropriate documentation is maintained.
Alternatively, if the business is predominantly wholesale (or retail),
the stock may be valued at the wholesale (or retail) value.
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Replacement price

10. Replacement price ('the price at which it can be replaced') means
the price at which the computer supplier can acquire a part in a
substantially identical condition (e.g. functional condition, age, wear
and tear, etc.) to the particular part in its buying market.

Cost price

11. 'Cost price" means the amount of money (or its equivalent) for
which the trading stock is acquired. If no amount of money is paid for
the trading stock, cost price is the consideration provided in return for
the trading stock. Generally speaking, acceptable cost bases for
valuing computer spare parts include actual cost, average cost and
FIFO (First In First Out).

(a) Rotatable parts obtained from customers- before repair

12. A non-working part removed from a customer's equipment and
held as work-in-progress (before it is repaired) may be valued in one
of the following ways:

-market selling value - for example, if a second-hand market in the
part exists, the value of a part in a substantially identical condition in
that market. Market value cannot be scrap value of the part unless it
can be demonstrated that the computer supplier's normal selling
market for these parts is the scrap market.

-replacement price - this is the price at which the supplier can acquire
a part in a substantially identical condition - it may be for example the
replacement cost of an equivalent working part less estimated repair
costs. Generally replacement price does not include the trade-in price
of the part.

-cost price - This is the labour cost of removing the non-working part
from the customer's equipment plus the amount of consideration
attributable to the non-working part. Calculation of the latter amount
must take into account the fact that four items of consideration move
between customer and computer supplier: the supplier provides a
working part and labour, and the customer pays maintenance fees on
an annual basis and provides the non-working part. If a computer
supplier is unable to calculate the consideration attributable to its
stock of non-working parts taking into account all 4 items of
consideration, an accounting treatment resulting in the part being
valued as an equivalent working part less estimated repair cost is
considered to give a true reflex of the taxpayer's income and would
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therefore be acceptable for taxation purposes. For this purpose, it is
not acceptable to adopt the written down value, i.e. the value of the

part as reduced to reflect the diminution in value through age or use
(less estimated repair costs). However, it is acceptable to adopt the

value of an equivalent used working part less estimated repair costs
(see example at paragraph 114 of this Ruling).

(b) Rotatable parts obtained from customers - after repair

13. A non-working part obtained from a customer and which has
been repaired by the computer supplier may be valued in one of these
ways:

-market selling value - for example, if a second-hand market in the
part exists, the value of a reconditioned (used) part in that market;

-replacement price -for example, the price of an equivalent
reconditioned (used) part; or

-cost price - for example, this may be the value of the unrepaired part
plus repair costs, that is either actual repair cost for individual parts or
of the parts in individual stock lines, or if it is not possible or practical
to identify the actual repair cost of individual parts or lines of stock,
the overall repair costs as allocated to stock lines or categories of stock
(provided it is based on accepted accounting principles and
appropriate documentation supporting the basis of the allocation is
maintained).

iii - Subsection 31(2)

14. Subsection 31(2) recognises that a stock value calculated in
accordance with one of the methods in subsection 31(1) is
inappropriate if the stock cannot be sold or otherwise used to produce
assessable income. It provides that in some cases involving
obsolescence or other special circumstances, the Commissioner may
determine a fair and reasonable value of closing stock lower than the
lowest value reached under subsection 31(1). It is implicit in the
wording of these provisions that subsection 31(2) may only apply after
the lowest value under subsection 31(1) has been determined. The
subsection requires that the value be fair and reasonable and be
determined having regard to:

(a) the quantity of trading stock on hand at the end of the year
of income;

(b) the quantity of trading stock sold, exchanged or used in
manufacture by the taxpayer after the end of the year of
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income and the prospects of sale, exchange or use in
manufacture of further quantities of that trading stock;

(c) the quantity of trading stock of the same kind sold,
exchanged or used in manufacture by the taxpayer during
the year of income and preceding years; and

(d) such other matters as the Commissioner considers relevant.

15. Subsection 31(2) applies to rotatable and non-rotatable parts. A
computer supplier electing to value closing stock in accordance with a
calculation method under subsection 31(2) is required to notify the
Commissioner in accordance with subsection 31(3) (refer to the final
Ruling based on TR93/D13).

16.  We accept that in the case of spare parts held by computer
suppliers, there may be obsolescence or other special circumstances
requiring the determination of a value under subsection 31(2).
Obsolescence or other special circumstances must relate to the
particular lines of trading stock and not simply to the taxpayer or the
industry generally.

17. Obsolescence in computer spare parts is primarily due to
discontinuance of the sale or manufacture of the equipment to which
the parts relate. Due to its maintenance and warranty obligations, a
computer supplier is required to hold computer parts for a certain
number of years after the sale of the computer equipment even though
the computer equipment has been superseded by later models.

18. In addition to obsolescence, the following factors may constitute
special circumstances:

-due to its maintenance and warranty obligations, a computer supplier
is required to maintain certain levels of spare parts to be able to satisfy
those obligations but with an expectation that some of the parts will
never be used. In addition, some parts may relate to equipment that is
obsolete (for example, the equipment is no longer manufactured or
sold),

-the need to maintain a stock of computer spares at a number of
locations to be able to service customers' equipment within a specified
period after the service has been requested leads to a duplication of
holdings and limits the computer supplier's ability to scrap surplus
stock,

-in the case of rotatable parts, although repaired parts have the same
functional capacity as new parts, their value reduces over time due to
the extent to which they are used and to the number of times they have
been repaired,
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-on the other hand, improved reliability in a particular line of
computer equipment may lead to decreased use of parts, although a
contingency store of parts still needs to be maintained,

-the fact that a stock of parts is bought whenever a new item of
equipment is introduced to cover expected spare parts requirements
without the benefit of historic usage data may lead to overstocking.

19. As the circumstances of a computer supplier differ from supplier
to supplier, it is not possible to lay down rules covering the application
of subsection 31(2) to all suppliers and all situations. The application
of the subsection requires consideration of the particular facts of each
case and no formula is capable of application to all computer
suppliers. Provided adequate documentation supporting the
calculation is maintained, we accept any fair and reasonable value
calculated taking into account the factors listed in subsection 31(2)
and expanded upon in the final Ruling based on Taxation Ruling TR
92/D34 which deals with the principles and factors that are generally
relevant to the application of subsection 31(2). The examples
provided in paragraphs 115 to 121 of this Ruling are illustrative of the
circumstances for either the application or non-application of
subsection 31(2) in relation to computer spare parts.

20. We consider that the following considerations are particularly
relevant to the application of that subsection to spare parts held by
computer suppliers for use under maintenance agreements and
warranties:

- technical obsolescence factors (for example, discontinuance of
the manufacture or sale of the computer equipment to which the
parts relate);

- economic conditions (for example, leading to reduced numbers
of maintenance agreements being entered into);

- overstocking;

- level of sales/exchanges during the income year and since year
end;

- the level of stock used historically;
- the age of stock on hand;
- whether stock has been scrapped since it was written down; and

- whether the stock can be used for some other income producing
purpose (e.g. repair to the computer supplier's own equipment or
sale on overseas markets).

21. A valuation of trading stock under subsection 31(2) may be
made on a one-off basis. However, in some circumstances, a
progressive write-down from a value determined under subsection
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31(1) may be a fair and reasonable value for the purposes of
subsection 31(2). That would be the case if the computer supplier is
unable to accurately identify the amount of stock that will not be used.

22. In the case of spare parts held by computer suppliers for use
under maintenance and warranty arrangements, the obsolescence
factors and the special circumstances identified above can generally be
correlated to the age of the parts (that is, how long the part has been
held by the computer supplier) or alternatively, to usage level for
individual stock lines, provided the documentation supports this
approach. This is because generally a low turnover in parts indicates a
lower level of demand for the items and therefore suggests that a
lower value for trading stock purposes may be appropriate.

23. However, stock lines for which parts have recently been
acquired (for example within the last 2 years) are not subject to the
same considerations because low turnover is clearly not due to a low
level of demand. Similarly, low usage levels of parts relating to
recently-manufactured equipment do not necessarily suggest that a
lower value for trading stock purposes is appropriate. In those cases,
it is reasonable to expect that usage levels of the parts will increase
over time, as the equipment to which the parts relate ages and breaks
down more often.

24. If a progressive write-down is adopted, for example on the basis
of age or usage, annual percentage reduction in value must be applied
to individual stock lines or categories of stock lines. As stated above,
although section 31 requires each article of stock to be valued, we
accept a method of valuation producing aggregate stock values for
individual stock lines or categories of stock lines, if the method
produces a reasonable approximation to what would have been the
total valuation if each article had been individually valued.

Parts identified for scrapping

25. A computer supplier may decide to scrap rather than repair a
non-working part removed from a customer's equipment. This is due
to cost or other factors (for example age and condition of the part or
age of the equipment to which it relates). After the part has been
physically disposed of, it is no longer part of the computer supplier 's
stock and is therefore not valued for section 28 purposes. We
recognise that if the decision to scrap stock is made close to year end,
it may not be possible for the supplier to physically scrap stock before
the end of the year. Therefore, we accept that stock which by reason
of obsolescence or other special circumstances may be valued at scrap
value under subsection 31(2), may be so valued provided it is
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physically scrapped within the succeeding 6 months and that adequate
documentation of the scrapping is available.

D - What are consumables

26. 'Consumables' are items that are consumed in the computer
supplier's maintenance process and that are therefore not trading stock.
Spare parts are generally not 'consumables'. An item purchased for
trading purposes is to be treated as trading stock rather than as a
consumable, regardless of its value.

E - Assessability of fees payable under warranty and maintenance
agreements

27. Fees payable to a computer supplier under a maintenance
agreement are assessable income of the supplier in the year in which
they are derived. The timing of derivation depends on the specific
contractual agreements under which the fees are paid. Generally, the
accruals (or earnings) method is the appropriate basis of determining
the amount of income derived by a computer supplier in the business
of supplying and repairing computer equipment. We consider that,
under the accruals basis, a computer supplier derives income when a
recoverable debt is created and the supplier is not obliged to take any
further steps before becoming entitled to payment.

28. If the maintenance agreement provides for the prepayment of
fees, and the receipt of the fees is subject to the contingency of the
fees having to be paid back, such fees are not derived as income until
the services to which the fees relate are performed or until it becomes
apparent that the supplier will not be called upon to perform the
services. In those circumstances, prepaid fees paid by customers of
the computer supplier may be subject to the provisions of section
82KZM.

29. Proceeds from the sale of computer equipment are ordinarily
derived by a computer supplier at the time of the sale. No part of the
sale proceeds may be deferred on the basis of being in respect of
warranty services because a warranty is essentially a term of the
contract of sale. Similarly, if a computer supplier purports to enter
into a separate warranty agreement, any charges under the agreement
are derived as income at the time of sale of the equipment rather than
over the period of the warranty. We do not accept the view that fees
purported to be paid in relation to warranty services are not derived
until the warranty services are provided. The reasons for that view are
set out in Taxation Ruling IT 2648. In particular, if a computer
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supplier is not called on to meet any warranty claims, no refund is
required to be made of any part of the sale proceeds. On the other
hand, in the case of a true maintenance contract, a refund may be
required to be made if the contract does not run its stipulated duration
or if the service is not provided.

30. Whether the maintenance services are provided under warranty
or under a properly characterised maintenance contract depends on the
contractual arrangements between customer and computer supplier.
For example, fees purported to be payable under an agreement relating
to services to be provided during the operation of the warranty period
are not considered to be payable in respect of maintenance services -
they are considered to be part of the sale proceeds. However, fees
payable under an agreement relating to services to be provided after
the expiry of the warranty period may be considered to be fees payable
under a service contract. Whether the services are to be provided
under a contractual warranty or under a separate maintenance
agreement may be also evidenced by whether the sale price of the
equipment varies depending on whether a maintenance service is
provided.

31. However, if during the warranty period, a computer supplier
agrees to provide to the customer maintenance services in addition to
the usual statutory and contractual warranties, the consideration
payable in respect of the additional maintenance services is not
considered to be part of the sale proceeds (provided it is separately
identified in a contract separate from the sale contract or it is
separately identified in the sale contract). That may be the case if
services such as end-user training and on-going 24-hour support are
provided.

F - Deductibility of repair costs

32.  Costs (e.g. labour and parts) incurred in carrying out repairs
under a warranty or maintenance agreement are deductible under
subsection 51(1) in the year in which they are incurred (for example,
in the year in which the liability to pay wages arises). Estimated repair
costs are not deductible if there is no presently existing liability (for
example, to pay wages).

G - Depreciation provisions

33. The depreciation provisions of the ITAA do not apply to spare
parts held by a computer supplier.

H - Capital gains and losses provisions
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34. Spare parts that constitute trading stock of a computer supplier
are not subject to the capital gains and losses provisions of Part IIIA of
the ITAA on disposal by the computer supplier (paragraph
160L(3)(a)). Profits on disposals by a computer supplier of spare parts
that do not constitute trading stock are assessable income of the
supplier if the disposals are made in the ordinary course of the
supplier's business (subsection 25(1)). In some circumstances, profits
on disposals may be subject to the capital gains provisions. If the
disposals are not made in the ordinary course of the taxpayer's
business, the capital gains provisions may apply.

I - Transfer pricing provisions

35. Nothing in this Ruling is to be taken to mean that the price of
parts purchased from a non-resident entity or the cost of repairs to
parts or any other servicing arrangements carried out by a non-resident
entity will not be subject to adjustment in accordance with the anti-
transfer pricing provisions contained in the ITAA (e.g. Division 13 of
Part Il or the Income Tax (International Agreements) Act 1953 and
Schedules thereto, e.g., Associated Enterprises Articles).

Date of effect

36. This Ruling applies for years of income commencing both
before and after the date on which it is issued. However, this Office
does not propose to disturb the calculation of taxable income in years
of income ended before the issue of this Ruling in relation to taxpayers
that have received advance opinions from this Office or have reached
settlements on a basis different from the approach adopted in this
Ruling (see Taxation Ruling TR 92/20). In relation to those taxpayers,
this Ruling applies to assessments made in respect of the first year of
income beginning after the date on which the Ruling is issued, even
though the settlement provided for the continued operation of the basis
of settlement.

Explanations

Background industry information
Who are computer suppliers?

37. Taxpayers in the computer industry carry on their business in
diverse ways. This Ruling deals with those taxpayers in the computer
industry that are involved in the supply and maintenance of computer
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equipment and therefore have the need to hold or have access to,
stocks of spare parts and facilities necessary to service computers in
the event of breakdown or malfunction. A taxpayer in the computer
industry may carry on all or some of the following activities: import
computer equipment and parts, sell computer equipment and parts,
manufacture and assemble computer equipment in Australia,
manufacture component parts in Australia, provide a maintenance
service for computer equipment.

38. If a computer supplier's business involves both retail and
wholesale activities, it is usual for a separate wholesale entity to be
established. This entity sells computer equipment and parts to the
retail entity.

39. The term 'computer supplier' as used in this Ruling includes the
many diverse entities operating in the computer industry.

Warranties and Maintenance Agreements

40. Generally, a computer is sold or leased to a purchaser or lessee
(the customer) with either a voluntary, contractual or statutory
warranty under which the computer supplier provides a warranty
service (including the provision of labour and parts) for a period of
time, generally 12 months, at no cost to the customer. At the
expiration of the warranty, the customer may enter a maintenance
agreement requiring the computer supplier to maintain the customer's
equipment in good working order including the removal and
replacement of defective parts when necessary. While the terms of
maintenance agreements may vary, they generally provide that a
defective part removed from a customer's equipment becomes the
property of the computer supplier and that a working part installed by
the computer supplier to replace the defective part becomes the
property of the customer.

41. Generally such agreements provide that the customer pays an
annual maintenance fee in return for which a repair-on-demand service
is provided by the computer supplier. Unless the service is provided
outside the terms of the agreement, no further charge is made when the
maintenance service is provided. No charge is made for any
individual parts supplied to a customer. No payment is made by the
computer supplier for the defective part it receives.

42. A computer supplier obtains a part to be used in the maintenance
of computer equipment in any of the following ways: by purchasing it
from equipment or parts manufacturers or from other sellers of parts,
by manufacturing it, by dismantling its own equipment (either new or
used), or by exchanging a working part for a non-working part in a
customer's equipment.



Taxation Ruling

TR 93/20

page 14 of 33 FOI status may be released

Repair of defective parts

43. The defective part removed from a customer's equipment is
returned by the computer supplier to a central location or workshop.
The part is examined and a decision is made, often in accordance with
a pre-determined policy, whether or not it is to be repaired. Because
of the nature of the repair process, the defective part may not be
immediately repaired so that at year end a computer supplier may have
a stock of defective parts on hand.

44. The repair may be carried out by the computer supplier in its
own workshop, by an associated entity or by a separate entity. Once
repaired, the part performs the same function for which it was
originally designed and is returned to the store of parts for future use.

45. In some instances, usually if the computer supplier is a
subsidiary of a foreign computer manufacturer, the defective part is
sent by the computer supplier to the parent company and repaired by
it. The replacement part provided to the computer supplier by the
foreign parent is not necessarily the same part that was sent by the
supplier to its parent for repair.

Storage of parts

46. Whether new, repaired or non-working, a part may be "stored"
by the computer supplier in a common pool in a central location, in a
number of separate locations (e.g., branches, client premises), by field
engineers, in an engineering workshop, in a bond store, in a research
and development facility or in transit from a supplier. Each "store" of
parts could comprise a mixture of "new", repaired or non-working
parts.

Pooled parts

47.  Although a computer supplier may hold all spare parts in one
pool regardless of their ultimate intended use (e.g. whether for use
under warranty and maintenance agreements, hire or direct sale to a
customer), the spare parts may be used in any of the following ways:

(a) direct sale to customers;

(b) repair to equipment of other parties where separate charge
for the part is made (e.g. over the counter repairs);

(c) repair to customers' equipment under maintenance
agreements;

(d) repair to customers' equipment under warranty;



Taxation Ruling

TR 93/20

FOI status may be released page 15 of 33

(e) repair to new or used computer equipment purchased for
sale;

(f) manufacture of computer equipment for sale;
(g) repair to own equipment;

(h) repair to own equipment which has been hired to other
parties; or

(1) manufacture of computer equipment to be owned and used
by the computer supplier in its bus