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The purpose of this session is to discuss a number of factors, which can influence the cost of ownership and the cost of purchasing farm machinery and motor vehicles including methods of financing.

Depreciation

There are factors with regard to depreciation that can affect the financial cost of purchasing new plant and machinery. Depreciation is the allocation of a cost of a piece of machinery over its useful life. This cost is based on the useful life of an asset and is set out in tables supplied by the IRD. For a new utility vehicle the choices for depreciation are either diminishing value (DV) or straight line (SL). These are 21.6% (DV) or 15% original cost (OC). For cars and motorbikes the rates are 31.2% (DV) or 21.6% (OC).

Generally you achieve a better short term tax result by using depreciation rates based on diminishing value. This is because in the initial period of ownership the level of depreciation claimed is higher which gives you a faster rate of tax deductibility.

When you sell this vehicle a square up is required that adjusts for any over claim or under claim of depreciation. Because IRD’s depreciation rates are now much more realistic it is not uncommon for an adjustment to result in a write up from book value to sale value resulting in depreciation recovered which is taxable.

Depreciation recovered

In a year that an asset is sold no depreciation can be claimed.

There are a number of ways that you can minimise the impact of depreciation recovered on your taxable income. The first of these is to avoid making plant replacement decisions that will result in significant amounts of depreciation being recovered at the end of financial years. What can happen is a farmer can anticipate a tax problem and think that by going out and replacing his tractor or truck he will achieve greater levels of depreciation and improve his overall tax position. Part of the reason for this is because many years ago there were investment allowances and first year depreciation allowances, which no longer apply. In effect depreciation is now calculated on a monthly basis. Therefore if you purchase a new piece of plant and machinery in the last month of your year you will only achieve one month’s depreciation.

A more likely scenario, however, is that the item of plant and machinery that you trade in at the time you purchase the new vehicle will have a book value below the trade in value. This can result in a significant increase in your taxable income as a result of depreciation recovered at the time of the trade, with no depreciation allowed in the year of sale and little or no depreciation able to be claimed on the purchase of the new asset. This also means that when you are negotiating for the purchase of new plant and machinery you should look to achieve a cash difference, which has been adjusted back to give you a trade in value close to your book value.

In many cases machinery dealers and motor vehicle dealers focus on the cash difference figure between your new vehicle and the vehicle they are selling. If you want them to reduce the price of the new vehicle by $4 000, but are prepared to agree to allow the trade in value to be dropped by an equivalent value, then this will achieve a significant tax saving if this reduces the trade in value to or below your book value. This however needs to be done in a way that still provides a realistic and sensible result.

Fringe Benefit Tax


As many of you will be aware there is a requirement to pay Fringe Benefit Tax (FBT) particularly in regard to the purchase of motor vehicles for use by either shareholder employees or employees for private use. There are a number of options, which can assist you with regard to the calculation of Fringe Benefit Tax.

The formula for calculating Fringe Benefit Tax is based on the purchase price of the vehicle. Included in the cost of the vehicle are its purchase price, its initial registration and license plate fees and the cost of any accessories. Also included are the cost of sign writing or painting and the cost of transporting the motor vehicle to the place where the motor vehicle will be first used. Fringe Benefit Tax is calculated as a formula based on 24% annually of the cost of the vehicle. Once the Fringe Benefit is calculated it is then taxed at the appropriate rate for the employee who uses that vehicle. The simplest method for reducing the cost of Fringe Benefit Tax is to reduce the cost of the vehicle. It is therefore possible to purchase lower priced vehicles with perhaps a higher maintenance cost as an alternative to purchasing new vehicles at a high cost.

The cost of a vehicle for the purposes of calculating FBT does not change during the period the vehicle is owned and subject to Fringe Benefit Tax. This is a major problem where you have a vehicle purchased and owned for say a period of three or four years. Although this is on the face of it unfair, the Fringe Benefit Tax payable on that vehicle is the same for the first year of ownership as the fourth year of ownership.

In a situation where the vehicle is leased the calculation of Fringe Benefit Tax is exactly the same as if you purchased the vehicle. You calculate the cost of the vehicle being leased in the same way and Fringe Benefit Tax is charged in the same manner. Generally if the vehicle is leased for three years the same cost is used over the three-year period in a similar manner as if you purchased the vehicle. 

There is however a number of companies now offering 1 + 1 + 1 leases. These leases terminate at the end of each lease period and the vehicle may be returned to the original supplier of the vehicle or a new lease entered into. If the new lease is entered into the vehicle is revalued resulting in a reduced market value of the vehicle and hence a reduced cost figure for the purposes of calculating FBT. The Inland Revenue Department have publicly indicated that they do not believe these forms of leases are effective in reducing the FBT cost, however, at this point the Inland Revenue Department have not successfully overturned this arrangement. If you were to consider this option then the important factors are:

·     Lease documents need to appropriately reflect this arrangement.

·     The rental paid for each 12 month period needs to reflect the reduced market value.

·     The leases are not always renewed for the total three year period.


All three points above will help establish that the actual arrangement is a 12 month lease and not a three year lease rolling over.

Nine to Five leases


Nine to Five leases are essentially where a business leases a vehicle on the understanding that the lease period only includes the period when the vehicle is being used for business use. Common arrangements are where individuals own vehicles and lease them to a company that is in business. The Nine to Five lease arrangement requires that the period that the company leases the vehicle is for business use only and at any point when the vehicle is not used for business the car falls out of the lease period. There is a requirement for log books to be maintained which clearly establish the percentage of business use. The only reason the company is not paying Fringe Benefit Tax is that effectively it is only incurring costs associated with the vehicle during the leased period, which is the business use period.

These are not arrangements that should be entered into lightly and if you are considering such an arrangement you need to ensure that appropriate documentation is prepared and the rules for Nine to Five leases are followed. This would require the assistance of your accountant in order to ensure that this arrangement can be supported if investigated by the Inland Revenue.

There are a number of accountants who would be unwilling to operate Nine to Five leases on the grounds that they do not necessarily agree that such an arrangement is defendable in the case of a review by Inland Revenue
Restrictive use provisions in Employment Contracts


This is used to avoid FBT where employees are garaging vehicles at home for security or convenience but you do not want the vehicle to be classed as available for private use and therefore subject to FBT.


Assumptions

· Employee is not registered for GST.

· Employee receives a tax free allowance for providing the bike and pays all repairs and maintenance and ownership costs.

· Petrol and oil is supplied by the farmer.

· Costs are based on a three year period of ownership with no major mechanical failure in that period.

· Cost of capital is calculated at 16%, which is the base rate for most hire purchase contracts.

· Watch the health and safety issues with old wrecks.

· Direct Costs are calculated on two models of bike.

Model 1      Honda CT200 2nd hand Cost $2 500 incl GST

       Model 2     Honda TRX300
2WD, 4 wheel 2nd hand Cost $5 000 incl GST

Model 1
      Model 2








CT200

      TRX300 (4 wheel)

Cost
                                  


$2 500.00
      $5 000.00








=======
      =======

Cost of Capital x 16% for 3 years   

$1 200

      $2 400

Depreciation 

      CT200     $1,000 (RV)


$1 500

      TRX300   $2,500 (RV)




       $2 500

Service Costs




$1 520

      $1 920

Insurance




$  540

      $   750



Total


$4 760

      $7 570





Per year

$1 586

      $2 523





Per month

$  132

      $   210





Per week

$   30.50
      $     48.50

(Figures supplied with the assistance of Honda Country Ashburton)

Motorbike running costs

Comparison of lease versus buy/new vehicle -  4 Wheel Drive HiLux 

 (Figures supplied with the assistance of Miles Toyota Christchurch)

·     New vehicle

·     Discount factor is 10% of the value of your funds over time.

·     Depreciation is 21.6% operating costs.

·     Full maintenance lease including one extra set of tyres as lease is for more than 

    40 000 km.

·     Lease cost varies depending on the intended distance travelled.

    45 000km/3yrs
$764.00/mth
61¢km

    60 000km/3yrs
$772.00
/mth
46¢/km

                 80 000km/3yrs 
$834.00
/mth
37¢km

                100 000km/3yrs  $941.00/mth     
33¢km

The lease agreement requires the vehicle to be repaired to the extent that only normal wear and tear is acceptable.  Any body damage or major damage is repaired at your expense and this is not included in the calculation shown.

·     The longer the distance travelled the more economical the lease option is on a per km

    basis.

·     The conclusion from this calculation is that if you wish to own a vehicle that is 

    always three years old or newer, then leasing is a very competitive option.  There are 

    variables such as the residual value of the vehicle and actual maintenance costs which 

    will affect the final outcome but using the figures in Appendix 1 the lease option is 

    cheaper.

Operating lease versus financial leases

Operating leases

·     The whole lease payment is deductible in the year the lease is paid.

·     No ownership of the asset passes to the lessee or associated person.

Finance leases

A lease is a finance lease if:

·     The lease provides for the asset to transfer at the end of the lease term.

·     The lessee or associate has the option to acquire the lease asset for an amount that is 

    substantially lower than market value of the lease asset on the date of acquisition.

·     The lease term is more than 75% of the useful life of the asset.
In this case for income tax purposes the lease is treated as a loan and the lessee the deemed owner. (Except that GST can only be claimed on each instalment).


There are many instances where purchasers think they are purchasing the vehicle but the document is in fact a financial lease and GST is claimed incorrectly. Watch this and make sure you have an invoice and a Hire Purchase Agreement before claiming GST at the time of purchase.

2nd Hand Option HiLux 4 Wheel Drive

         1995
4WD   Single Cab


Cost

$20 500.00

         Value in three year’s time





$12 500.00
          Depreciation 18% :     Annual $3 690
Total $11 070

          Discount factor : 10%.


Buy
Year 1
 Year 2
Year 3
At sale

Buy/Sell
$20 500



($12 500)

1.  Costs
       300
$  1 400
$  1 400
$  1 500


2.  Tax saving costs
      (100)           
  (   462)             
   (  462)    
   (  500)


            Depreciation
       -               
  ( 1 217)               
   (1 217)
   (1 217)


Profit loss/sale 
  ______                
  ______
  ______
   ______
+   1013


$20700
$     279
$     279
$     217
($11 487)

Discount
       1.0      
     .9372   
    .8784  
     .8232   
     .8232  


$20.700
$     261
$     245
$      178      
($  9 456)

Total
$11 928    /   $331/month

Maintenance Margin $211/month

($7 596 over 3 years)

New Truck Cost        $542/month

The main point of this illustration is that any new vehicle lease or buy is expensive to own and to run. In many cases repairs and maintenance is cheap in comparison to the true cost of owning new vehicles. In this illustration you can afford to spend $211/month on repairs to your six year old HiLux before it is more expensive to own than a new vehicle.

Other financing options


Two other common finance options are normal Hire Purchase and what are referred to as balloon payments. The normal Hire Purchase requires a deposit with 36 equal payments and ownership at the end of the agreement.

The balloon payment option estimates the value of vehicle at the end of the three year period and schedules a payment in the 36th month equivalent to this estimated value. Effectively by selling the vehicle back to the dealer you should have sufficient cash to meet this payment. The purpose of this arrangement is to reduce the monthly payments because this portion of the loan is not being repaid during the three year period.

As an example

HiLux 3.0 litre diesel:



Cost


$38 711.00






Accessories

$  1 400.00






Cash deposit

$  5 000.00

Under a normal HP you pay 36 payment of $1 243.23.  With a balloon payment arrangement you pay






35 payments of

$    764.26






1 payment of

$21 240.00

The difference in total paid is $3 233.00.

Conclusion regarding finance options is that which ever way you do it the dealers and finance companies that offer finance will cost the proposal to effect a similar return to them. None of these options will be cheap. However their computer modeling is sufficiently advanced that they should be able to offer you printouts that show the true cost of borrowing so that you can compare this with your own normal bank lending rate. In some cases the bank overdraft or term loan finance will not be cheaper.

Workshop summary

· When selling machinery, know what its book value is.

· If the sale price of second hand machinery exceeds book value, the purchase price of new machinery can be inflated to eliminate tax on profit shown from second hand machinery

· Fringe benefit Tax (FBT) applies to all company vehicles that convey people whether owned or leased

· Buying or leasing vehicles less than three years old is a costly option. Leasing can be the preferred option where a large number of kilometres applies.

· Tractors are the only exception.

· No lease agreements include vehicle damage. Damage has to be met by the lessee.

· Machinery syndicates are not common amongst dairy farmers because they appear to be too busy and want to use the plant at the same time.

· Best time to buy plant and machinery is the first month of a financial year ‑this way you’ll get 12 months depreciation in that financial year, and any tax owing on the sale of an item is not due until February of the following year.

· Farmers hiring farm bikes to staff can refer to this table as a guide when assessing the true cost:

Two examples of second hand

2nd hand bike values

2500 

5000



Depreciation
1500

2500

Service cost
1520

1920

Insurance
540

750

TOTAL over three years
4760

7570

1 Year
1586

2523

1 Month
132

210

1 Week
30.50

48.50

The lease on the capital value of the bikes is based on 16%.

6
147

