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| NCOVE TAX: MOTOR VEH CLE MANUFACTURERS, DI STRI BUTORS AND
DEALERS: DEMONSTRATI ON STOCK VALUATI ON;
HOLDBACK AMOUNTS AND WARRANTY OBLI GATI ONS

I ncone Tax Rulings do not have the force of |aw

Each deci sion nmade by the Australian Taxation Ofice is
made on the nerits of each individual case having
regard to any rel evant Ruling.

PREAMBLE

The purpose of this Ruling is to set out the approach of
this Ofice to several issues peculiarly related to notor vehicle
deal ers, manufacturers and distributors. The issues are:

A What constitutes the replacenent price of denonstration
stock for the purpose of subsection 31(1) of the Incone
Tax Assessnent Act 1936 ("the Act").

B. The time at which a "hol dback” receipt is derived by a
nmotor vehicle dealer and the tine at which a "hol dback"
paynment is incurred by a manufacturer or distributor.

C. The taxation treatnment of warranty arrangenents.
BACKGROUND

2. The general practice in the Australian notor vehicle industry
is for dealers to acquire new vehicles from manufacturers and
distributors under "floor plan arrangenents" (e.g. see F.C._ of T.
v. Suttons Motors (Chullora) Wiolesale Pty Ltd 85 ATC 4398; (1985)
16 ATR 567). Under a floor plan arrangenent, a group of conpanies
consisting of at |least a wholesale and a retail conpany carry on a
deal ership. The whol esaler nornmally obtains delivery of, and
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subsequent |y purchases, new vehicles froma finance conpany,
commonly associated with the manufacturer. The finance conpany
purchases the vehicles fromthe manufacturer. It is not until a
retail customer purchases a vehicle that the whol esal er has to pay
for the vehicle. Until paynent, the vehicles remain the property
of the finance conpany. In the Suttons Mdtors Case the Hi gh Court
of Australia held that vehicles held by the whol esal e conpany
under the floor plan arrangenent were trading stock on hand.

A. DEMONSTRATI ON STOCK

FACTS

3. A denonstration nodel (also known in the industry as a
"denonstrator”) is a vehicle purchased for the purpose of sale but
set aside for the purpose of providing prospective custoners an
opportunity to test drive a particular nodel of the vehicle.
Vehi cl es used as denonstrators are nostly new vehi cl es desi gnat ed
fromthe stock acquired by the deal er under a floor plan
arrangenment. However, it is now common for new car dealers to use
used cars as denonstration vehicles. There may be extraordi nary
cases where a vehicle is acquired to be used as a denonstrator but
the sale of the vehicle is not one of the purposes of the deal er
e.g. if it is intended that the vehicle be used as a courtesy car
after being used as a denonstrator.

4. The term "denonstrator” as used in the industry includes
what are otherw se known as "drive cars". A drive car is a new
car used by conpany staff, particularly sal espersons. They are
used not only for denonstrations but also for ordinary business
pur poses, e.g., collections and deliveries, and for the personal
use of the staff nmenber to whomthe drive car has been assigned.
Drive cars, |ike other denonstrators, are purchased for the
purpose of sale. The term "denonstration nodel" or "denonstrator"”
as used in this Ruling therefore includes drive cars.

RULI NG

The Repl acenent Price of Denonstration Stock

5. Denonstrators are part of the trading stock of a dealer
because they are "acquired or purchased for purposes of... sale or
exchange" (see definition of "trading stock” in subsection 6(1)).
A vehicle does not ordinarily cease to be trading stock when it is
set aside for use as a denonstrator because it is intended that it
will be resold and that resale will occur in the not distant
future (Lnvestnent and Merchant Finance Corporation Ltd v.

F.C. of T. (1971) 125 CLR 249 at pp.270-271; 71 ATC 4140 at p. 4150
; 2 ATR 361 at p.373). In the unusual case in which a
denonstrator is not purchased for the purpose of sale (see |ast
sentence of paragraph 3 above), the vehicle should not be treated
as trading stock - it wll, however, be depreciated (see paragraph
10 for details).




TAXATI ON RULING I T 2648

FO Enbargo: May be rel eased Page 3 of 12

6. Subsection 31(1) permits a taxpayer in valuing each article
of trading stock on hand at the end of a year of income to adopt
either cost price, market value or the price at which it can be
repl aced. Many deal ers adopt the replacenent price option to

val ue denonstration vehicles on hand. The replacenent price
adopted is the market value of the denonstration nodel as a used
vehicle on the | ast day of the incone year, being a price
invariably | ower than the cost price of the denonstration vehicle.

7. Canberra I ncone Tax G rcul ar Menorandum No. 497 di scusses the
meani ng of the words "the price at which it can be replaced” in
subsection 31(1). It states:

"11. 'The price at which it can be replaced is
construed as neani ng the anmount which the taxpayer would
have to pay in his buying market in order to replace a
substantially identical article in his stock on the | ast
day of the accounting period.

12. ...It is thought that, generally speaking, the
occasi ons when repl acenent price cal cul ated on any
reasonabl e basis would be | ess than cost price will be
relatively few. Where such occasions arise, it is
probable that little difficulty will be experienced in
comng to an agreenent with the trader as to what
factors should be taken into account in determ ning
repl acenent price, having regard to his usual buying

practices.”
8. This Ofice accepts that denonstration vehicles are one
exanpl e of trading stock for which replacenent price may be | ess
than cost price. |In the case of a denonstration nodel on hand

wth a dealer at the end of a year of incone, "the price at which
it can be replaced" in ternms of subsection 31(1) is the price at
whi ch the deal er can buy a vehicle in a substantially identical
condition (e.g. distance travelled, wear and tear, etc.) to the
particul ar denonstration nodel .

9. In determ ning the price at which the deal er can buy a
vehicle in a substantially identical condition in his or her
market, it is acceptable for a dealer to proceed on the basis of
the price at which such a vehicle could be purchased, for exanple,
at a car auction (especially a factory auction) or by whol esal e
fromanother arms |length dealer. The various used car price
guides used in the industry will generally be of little assistance
in determning the replacenent price of a denonstration vehicle
because they do not contain reliable figures on vehicles of a very
young age. Because the trade-in price at which vehicles are
acquired is often inflated, trade-in prices would not provide a
reasonabl e basis for determ ning replacenent price. A valuation
by a truly independent val uer (not being an associate of the

deal er or a person with whomthe dealer deals in the course of its
busi ness) may assist a dealer in determ ning the replacenent

price.
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10. Depreciation is not allowable for inconme tax purposes on
articles of trading stock. This is because stock in trade is not
"plant or articles" for the purposes of the depreciation

provi sions (especially section 54) of the income tax |aw (Yarnouth
v. France (1887) 19 (BD 647 at p.658; (1956) 7 TBRD Case G39).
Accordi ngly:

In the ordinary situation in which denonstrators are trading
stock - no deduction is allowable for depreciation.

I n an unusual case in which a denonstrator is not trading
stock (see paragraph 3 above) - depreciation would be

al l owabl e on the denonstrator in accordance wth the general
depreciation provisions in the law on the basis that it is
"plant or articles". Subsection 56(3) would safeguard

agai nst any possi bl e doubl e deduction by reduci ng the cost
of the denonstrator for depreciation purposes by the anount
of any other deduction allowed or allowable in respect of

t he vehicle.

DATE OF EFFECT AND TRANSI TI ONAL ARRANGEMENTS

11. It is understood that in sone cases this Ofice has accepted
deal ers treating denonstration vehicles as depreciable and not as
trading stock. Vehicles first treated as denonstrators in incone
tax returns | odged after the date of issue of this Ruling should
be treated as trading stock consistently with the terns of this
Ruling. As to denonstration vehicles treated as depreciable in
returns of inconme | odged before the date of this Ruling in
situations inconsistent wwth the terns of this Ruling, taxpayers
may choose to either:-

(1) continue to depreciate the vehicles for the rest of
their effective lives; or

(i) subject to the limtations in section 170 concerni ng
t he anendnment of assessnents (if applicable), seek
anmendnent of earlier assessnents to accord with the
terms of this Ruling.

12. As to the date of effect of that part of the Ruling dealing
with replacenent price, this operates both prospectively and
retrospectively. In the case of any retrospective operation,

however, this will need to accord with the statutory limtations
in section 170 on anmendnents of assessnents.

B. "HOLDBACK AMOUNTS'

FACTS

13. A "hol dback" ari ses where under an agreenent between a notor
vehi cl e manufacturer (or distributor) and a dealer, the

manuf acturer (or distributor) or an associate of the manufacturer
(or distributor) credits to an account for, or on behalf of the
deal er, a percentage of the purchase price of a vehicle delivered
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to a deal er and nmakes a correspondi ng paynent at a later tine to
the dealer. The purchase price of the vehicle to the dealer is
usual ly increased to take account of the amount of the "hol dback”
In general, the arrangenment between the two parties has the
foll ow ng characteristics:

(1) The anount of the "hol dback” varies between 1% and 3%
of the vehicle' s purchase price.

(1i) Paynments are made to the dealer at regular intervals of
between 1 and 3 nont hs.

(rit) nterest may be payable on the anount w t hhel d.

(tv) Upon transfer of the vehicle to another dealer, the
treatnent of the "hol dback” is negotiable between the
original dealer and the second deal er.

(v) If the vehicle is returned to the manufacturer, the
"hol dback"” anount is debited against the account.

(vi) The quantum of the "hol dback” entitlenent is |ess for
sone categories of ultimte custoners.

14. The reason for "hol dback"” arrangenments is not conpletely
clear. The main reason usually advanced is to conceal from

sal espersons a conponent of gross profit so that the retail price
is not |lowered by negotiation to a |l evel where the dealer earns a
m nimal gross profit on a sale.

15. The time at which a "hol dback” receipt is derived by a
dealer warrants clarification. Mtor vehicle dealers are
currently recognising this amount in their accounts at three
different tines:

: the tinme of receipt;
the tine of delivery of the vehicle to the dealer; or
the point of retail sale to a custoner.
16. Simlarly, the tinme at which a manufacturer or distributor
incurs an outgoing in terns of subsection 51(1) in making a
"hol dback"” paynent to a dealer also needs to be clarified.
RULI NG

VWhen are "Hol dback" Receipts Derived?

17. For incone tax purposes, the nethod to be adopted in

determ ning the anount of inconme derived by a taxpayer is that
which "is calculated to give a substantially correct reflex of the
taxpayer's true inconme" (The Conmm ssioner of Taxes (South
Australia) v. The Executor, Trustee and Agency Conpany of South
Australia Limted (Carden's case) (1938) 63 CLR 108 at pp.152-4).
Were a taxpayer carries on a business of trading in goods, as
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nmot or vehicle dealers do, the accruals (or earnings) basis is the
appropriate nmethod of determ ning the anmount of incone derived
(J. Rowe & Son Pty Ltd v. F.C of T. (1971) 124 CLR 421;

71 ATC 4157; 2 ATR 497; Wiitworth Park Co Ltd (In lig) v. I.R
Conmm ssi oners [1961] A C 31).

18. Where a taxpayer is assessable on an accruals basis, the
courts have considered that incone is derived when a recoverable
debt has been created and the taxpayer is not obliged to take any
further steps before becomng entitled to paynment (Farnsworth v.
F.C. of T. (1949) 78 CLR 504; 9 ATD 33; Henderson v. F.C of T.
(1970) 119 CLR 621; 70 ATC 4016; 1 ATR 596; F.C. of T. v.
Australian Gas Light Co & Anor 83 ATC 4800; (1983) 15 ATR 105)
except where anounts are received or receivable in advance of
goods being supplied or services being provided (Arthur Mirray
(N.S.W) Pty Ltd v. F.C_of T. (1965) 114 CLR 314; 14 ATD 98;

9 AITR 673).

19. This Ofice considers that "hol dback” inconme is derived by
the dealer at the tinme a vehicle is purchased by the dealer from
t he manufacturer/distributor or finance conpany. Were a vehicle
is acquired under a floor plan arrangenent, as in the

Suttons Mbtors Case, the deal er purchases the vehicle, and the
"hol dback™ is derived, at the tine of the retail sale.

20. The "hol dback” amount is related to the price at which a
vehicle is purchased by the dealer. At the tine the dealer
purchases the vehicle, the "hol dback”™ amount is a recoverabl e debt
and the deal er does not have to take any additional steps to be
entitled to paynent. Entitlenent to the "hol dback” anmount is not
conditional on a retail sale of the relevant vehicle. At the tine
of purchase by the dealer, there is a legal entitlenent to the
"hol dback" even though that right may be a defeasible right.

21. In the few cases where a deal er receives a "hol dback”
anount in relation to a vehicle before it purchases the vehicle,
this Ofice accepts that the "hol dback” is not derived until the
purchase. Most dealers do not recogni se the "hol dback" amount as
incone in their books of account until the tinme of the retail sale
(which is also the tinme of the purchase under a floor plan
arrangenent). In these circunstances, the Arthur Mirray Case

i ndi cates that the "hol dback” anobunt has not been earned, and
therefore derived, at the tinme the "hol dback™ is received.

22. There are sonme factors which suggest that the hol dback
receipt is derived at the tinme of delivery of the vehicles to the
deal er, vi z:

(1) t he "hol dback” amount is credited to the account of the
deal er at delivery;

(1) "hol dback" is paid at agreed intervals even if the
rel evant vehicles are still held by the deal er and have

not been sold (which nmeans that vehicles acquired under
a floor plan arrangenment have not been purchased); and
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(rit) t he paynent of interest by sonme manufacturers is
calcul ated fromthe delivery date.
23. However, the strict |legal position is that the dealer is not
required, at the tine of delivery of vehicles, to purchase the
vehicles which it has under a floor plan arrangenent. |If a

vehicle is not purchased by the dealer, there is no entitlenent to
t he "hol dback"” receipt. Thus, before purchase, the anount of the
"hol dback" receipt is not recoverable by the dealer as a debt and
t he deal er would have to take additional steps to be entitled to
paynment of the "hol dback™ receipt.

24. As to the trading stock provisions in the incone tax |aw,
where a vehicle is purchased at a price which includes a

"hol dback"” receipt, a deduction is allowable at the tine of
purchase for the full anmount of the outgoing, viz. the gross
price. |If that vehicle represented trading stock on hand at the
end of an incone year, the appropriate value, under the cost price
met hod, is the gross price paid.

VWhen are "Hol dback” Paynents | ncurred?

25. The question also arises at what tinme does a manufacturer
(or distributor) who pays a "hol dback” anobunt to a dealer incur an
out goi ng of that amount for the purposes of subsection 51(1). In
t he absence of a floor plan arrangenent, the manufacturer (or
distributor) is definitively conmtted to maki ng the paynent, and
conpletely subjects itself to the paynent (cf. E.C of T. v. Janes
Flood Pty Ltd (1953) 88 CLR 492 at p.506), at the time the vehicle
is sold to the dealer. However, since the Suttons Mdtors Case,
this office has accepted that deal ers acquiring vehicl es under

fl oor plan arrangenents are, as a matter of commrercial substance,
definitively commtted to the ultimte purchase of the vehicles
fromthe tinme of delivery. Consequently, where a vehicle is

mar ket ed under a floor plan arrangenent this Ofice accepts that

t he "hol dback” outgoing is incurred at the tine the vehicle is
delivered to the deal er

DATE OF EFFECT AND TRANSI TI ONAL ARRANGEMENTS

26. As this Ofice has accepted different treatnents of

"hol dback" receipts by dealers, that part of the Ruling concerning
"hol dbacks" applies prospectively. That is, the treatnent
outlined in this Ruling should be adopted in respect of purchases
of vehicles by the dealer after the date of issue of this Ruling.

I f a deal er has included a "hol dback” receipt in its assessable
income in a year of income before the incone year in which it is
derived in accordance with the terns of this Ruling, the dealer
may either:

(a) make no alteration to that assessnment and not i nclude
the recei pt again in assessable inconme of any |ater
year; or

(b) make the follow ng alterations, nanely:
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(1) t he "hol dback"” recei pt should be included in the
deal er's assessable incone in the |later income
year;

(1) subject to the limtations in section 170
concerning the anmendnment of assessnents (if
applicable), the assessnent in the earlier inconme
year shoul d be anended to exclude the receipt
from assessabl e i ncone.

27. As this Ofice understands it, manufacturers (or
distributors) at present claimtax deductions for "hol dback"
paynments at the tinme of sales of vehicles to a dealer or, where
vehi cl es are marketed under floor plan arrangenents, at the tine
of delivery. Manufacturers (or distributors) who are not
presently preparing their inconme tax returns on this basis should
take steps to ensure that future clains are consistent wth the
terms of this Ruling.

C. WARRANTY ARRANGEMENTS

FACTS
28. Several issues have arisen requiring clarification:

(1) The attenpted deferral of income fromthat portion of
the sale price of both new and used vehicl es which
ostensibly relates to the provision of a warranty or a
free first service. The attenpted deferral of inconme
may ari se:

(1) in respect of a manufacturer's or distributor's
sal es of new vehicles to a deal er under warranty;

(i) in respect of arrangenents nmade by a dealer with
a retail customer for the free first service of a
new vehi cl e; or

(tit) in respect of sales of new or used vehicles by a
dealer to a retail custonmer under warranty.

(2) Whet her a deduction is allowable to a dealer for an
anount representing a reasonable estinate of the
warranty repair costs expected to arise in relation to
vehicles sold during a year of incone.

(3) The assessability in the hands of a dealer of a claim
for warranty indemity by the deal er which has not been
credited, paid or approved for paynent by the
manuf acturer or distributor at the end of a year of
i ncone.

29. There is a wide range of warranties which may apply to notor
vehicles sold by a dealer. Taxation Ruling No. ST 2108 descri bes
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in some detail warranties which may exist in respect of the sale
of goods. State and Commonweal th | egi slation inposes certain
statutory obligations in the formof inplied conditions and
warranties. In addition, many manufacturers and distributors
adopt the practice of issuing witten express warranties on the
vehi cl es they manufacture or distribute respectively. Under the
express warranties a manufacturer or distributor commonly warrants
that its products are free fromdefects arising fromfaulty
materials and faulty workmanshi p and that defective parts will be
repaired or replaced free of charge for a specified tine period.
Simlarly, used car dealers comonly give express warranties on
the vehicles they sell.

30. Manuf acturers and distributors often authorise particul ar
service organisations, including in sone cases dealers to whom
they sell their vehicles, to carry out repairs or replacenents
when consumers submt defective vehicles and claimto be protected
by an express warranty issued on the vehicle.

RULI NG

The Attenpted Deferral of | ncone

31. The first issue (in paragraph 28 above) requires a

consi deration of the decision of the H gh Court of Australia in
the Arthur Murray Case. There the taxpayer received anounts in
advance for a specified nunber of dance | essons to be given over a

period of time. |In the taxpayer's books of account, fees were
recogni sed as incone when the | essons to which the fees rel ated
were taught. In their joint judgnent, Barwick CJ, Kitto and

Taylor JJ said that the ultimte enquiry was whet her what had
t aken pl ace was enough to satisfy the general understandi ng anong
practical busi ness people of what constitutes a derivation of
incone. This was not nerely a problem of ascertaining established
bookkeepi ng nmet hods, but bookkeepi ng net hods neverthel ess provi ded
evi dence of what is nmeant by the concept of "incone derived".

32. It was an agreed fact that, according to established
accounting principles, in the case of a business either selling
goods or supplying services, anounts received in advance of the
goods being delivered or the services being supplied are not
regarded as sales or gross earned revenue. Their Honours said
they had not been able to see any reason which should | ead the
courts to differ fromaccountants and conmerci al nen on the point.
Accordingly it was held, in effect, that the conpany was correct
in bringing to account as assessable inconme only such fees as had
been "earned" during the year of incone, i.e., as the dance

| essons were given.

33. It has been suggested that the Arthur Murray Case is
authority for the proposition that, where a vehicle is sold
subject to a warranty, a portion of the sale price relates to the
warranty and is not derived at the tine of the sale. This Ofice
does not accept this proposition. WMtor vehicle manufacturers,

di stributors or dealers do not receive any anount for a warranty.
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Rat her, they receive the price of a notor vehicle under a contract
for the sale of goods and a warranty is a termof the contract.

34. In the case of a sale by a manufacturer (or a distributor)
of a new vehicle under warranty to a dealer, unlike the facts in
the Arthur Murray Case, the manufacturer (or distributor) does not
have to provide any service to earn the sale proceeds as incone.

I f the manufacturer (or distributor) is not called on to neet any
cl ai munder the warranty, no refund is required to be nade to the
deal er of any part of the sale proceeds paid to the manufacturer
(or distributor). In terns of the Australian Gas Light Conpany
Case the manufacturer (or distributor) is not obliged to take any
further steps (e.g. inrelation to warranty) before becom ng
entitled to the whole of the sale proceeds as incone. At the tine
of sale of the vehicle to the dealer it is not known whether any
claimw |l ever be made under the warranty. The Arthur Mirray
Case is factually different and no part of the sale price of the
vehi cl e may be sought to be hived off by the manufacturer (or
distributor) and deferred until repairs are nmade, if required,
under warranty.

35. In the case of a sale of a new or used vehicle by a dealer
to a retail custoner, for the sane reasons advanced in paragraph
34 above, the entire sale proceeds are derived as incone by the
deal er and no part of the sale price may be sought to be hived off
by the deal er and deferred until repairs are nade, if required,
under warranty.

36. As to a dealer's arrangenents with a retail custonmer to
provide a free first service of a new vehicle, the costs of the
service are borne by the dealer with no reinbursenent being
received fromthe manufacturer or distributor. No paynent is mde
by the retail custoner/purchaser of the vehicle for the service.
The first service is normally performed wwthin 2 nonths fromthe
date of sale. This Ofice does not accept that sonme part of the
sal e proceeds is attributable to the dealer's undertaking of the
free service even though, for accounting purposes, a portion of
the sale proceeds may be credited to a "new car deferred service
i ncome account”. On the contrary, it is the viewof this Ofice
that no portion of the sale price relates to the provision of the
free first service and that the whole of the sale proceeds are
derived by the deal er as assessable incone at the tine of the

sal e.

37. | f a manufacturer, distributor or dealer purports to enter
into a warranty contract which is separate fromthe contract for
the sale of the vehicle with an allegedly discrete consideration,
t he arrangenent should al so be treated as set out in paragraphs
33 to 35 above. An exanple of such an arrangenent is an "extended
warranty" under which a manufacturer, distributor or dealer

prom ses to repair or replace defective conponents for a certain
period after the expiration of the so-called "standard warranty
period" if the retail customer pays additional consideration. It
is not accepted that the warranty can be severed fromthe sal e of
the vehicle. A warranty is distinguished froma service contract



TAXATI ON RULING I T 2648

FO Enbargo: May be rel eased Page 11 of 12

inthat it is essentially a termof a sale. A warranty does not
ari se unless a sale has taken place. The fact that a conpany may
purport to provide for a warranty as a separate contract does not
alter the basic nature of warranty charges. Accordingly, any
consideration which is said to relate to warranty obligations is
derived at the tine of sale. The fact that expenses in conpliance
with a warranty may be incurred in the future under various
contingencies does not alter the tinme at which the incone is
derived. There is no basis for any claimthat warranty charges
are earned over the period of the warranty.

Deductibility of an Estimte of Warranty Repair Costs

38. The second issue (in paragraph 28 above) concerns the
deductibility of an anmount representing a reasonable estimate of
the warranty repair costs expected to arise in relation to

vehi cles sold during a year of incone. Such a provision does not
i npose any liability on the dealer to incur expenditure until the
contingency arises (i.e. a buyer approaches a manufacturer,
distributor, or dealer, as the case may be, with a request for
repair). Until that tinme the liability is "no nore than

i npendi ng, threatened or expected" (D xon J in New Zeal and Fl ax

| nvestnents Ltd v. F.C of T. (1938) 61 CLR 179 at 207; 5 ATD 36
at 49; 1 AITR 366 at 378) and is therefore not deducti bl e under
subsection 51(1). Warranty repair costs will be incurred and are
deductible in the course of effecting the repairs, e.g. when the
deal er purchases spare parts and assunes a liability to pay
repairers' wages.

VWen is a Warranty I ndemity Assessabl e?

39. The third issue (in paragraph 28 above) concerns the
assessability in the hands of a dealer of a claimby the dealer
for warranty i ndemity which has not been approved for paynent by
the manufacturer or distributor at the end of a year of incone.
Warranty indemity clains arise where the deal er has carried out
repairs under a manufacturer's or distributor's warranty, and
seeks reconpense fromthe manufacturer (or distributor) for parts
repl aced and the work carried out. Cains for warranty

i ndemmities may not be accepted by the manufacturer or distributor
in full where, for exanple, the defect is due to m suse of the
vehicle, parts replaced have a resale value or the repair tine is
excessive. This Ruling covers only those clainms where an
arrangenment exists not to indemify or reinburse the dealer until
"approval " is made by the manufacturer. The approval is not
procedural but is substantive.

40. Appl ying the principles set out in paragraphs 17 and 18
above to warranty indemities, a debt is created and the dealer is
not required to take any further steps before being entitled to
paynment when the claimis approved for paynent by the manufacturer
or distributor. Until this time the deal er has no | egal
entitlement to the warranty indemity. Thus the warranty
indemmities are derived and represent assessable inconme when they
are approved by the manufacturer or distributor. Crediting or
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paynment is not necessary for the derivation of a warranty
indemmity by a dealer although it will often occur at the sane
time as approval .

DATE OF EFFECT AND TRANSI TI ONAL ARRANGEMENTS

41. Again, this Ofice has accepted different treatnents for

i ncone tax purposes of attenpted deferral of incone for warranty
services. This part of the Ruling applies to all sales of new or
used vehicles occurring after 2 nonths fromthe date of issue of

this Ruling.

42. This Ofice has never accepted that manufacturers,
distributors or dealers may deduct estimated anounts for warranty
repair costs. Assessnents nade on the basis of estimated repair
clains may, subject to the statutory Iimtations in section 170,
be anmended to give effect to this Ruling.

43. As to assessability of warranty indemities in the hands of
deal ers, the treatnment outlined in this Ruling should be adopted
in respect of clains made to manufacturers or distributors after
the date of issue of this Ruling. |If a dealer has included
warranty indemities in its assessable income in an inconme year
before the inconme year in which it is derived in accordance with
the ternms of this Ruling, the dealer may either:

(a) make no alteration to that assessnent and not i ncl ude
t he amount again in assessable inconme of any |ater
year; or

(b) make the follow ng alterations, nanely:

(1) the indemity anount should be included in the
deal er's assessable incone in the |later income
year;

(ii) subject to the limtations in section 170
concerning the anmendnent of assessnents (if
applicable), the assessnent in the earlier inconme
year shoul d be anended to exclude the indemity
from assessabl e i ncone.

COW SSI ONER COF TAXATI ON
25 July 1991

| SSN 0813 - 3662 Price $1.20
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