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INTRODUCTION Where t h e  loan ex tends  ove r  s eve ra l  years ,  
t hen  t h e  changing proport ions of principal  

Hire purchase agreements and interest  m a y  become m o r e  marked,  e.g. 
 month'^ rePaYments. The  P ~ o P ~ ~ ~ ~ o ~ ~  of $/+0,000 for  3 years at  21% per annum,  
in t e re s t  and  principal within e a c h  r epaymen t  monthly r ep laymen t s  : 
a l t e r  during t h e  t e r m  of t h e  ag reemen t .  
The re  is a corresponding change  in t a x  T o t a l  I n t e r e s t  P r i n c i p a l  
l iability and  the re fo re ,  in t u rn ,  impl ica t ions  Y e a r  P a i d  R e p a i d  
fo r  t h e  cash  flow. This Repor t  examines  
t h e s e  implications. 

THE NATURE OF HIRE PURCHASE 
AGREEMENTS 
With most  h i re  purchase a g r e e m e n t s  in t h e  
logging industry : 

- t h e  c o n t r a c t o r  makes  a deposi t  on t h e  
machine  

- t h e  f inance  company con t r ibu te s  t h e  
ba lance  and t a k e s  t i t l e  t o  t h e  mach ine  

- t h e  c o n t r a c t o r  pays t h e  f inance  company 
in equa l  ins ta lments  which include bo th  
principal and  in teres t .  H e  t a k e s  t i t l e  t o  
t h e  machine  when t h e  r epaymen t s  a r e  
comple te .  

Although t h e  r epaymen t s  a r e  equal ,  t h e  
proport ions of principal  and  i n t e r e s t  a r e  not .  
This e f f e c t  c a n  b e  demons t r a t ed  f o r  loans of 
any  dura t ion ,  as t h e  following e x a m p l e  
shows : 

P r i n c i p a l  sum = $ 5 0 , 0 0 0 .  R e p a y m e n t  t o  
b e  made i n  t h r e e  e q u a l  m o n t h l y  p a y m e n t s .  
T h e  f i n a n c e  r a t e  i s  q u o t e d  a s  25% p e r  
annum,  w h i c h  c o r r e s p o n d s  t o  2 5 / 1 2  or  
2 . 0 8 %  m o n t h l  y .  T h e  m o n t h l  y  p a y m e n t  c a n  
be c a l c u l a t e d ,  u s i n g  t h e  a p p r o p r i a t e  
f o r m u l a ,  and e q u a l s  $ 1 7 , 3 6 4 . 7 6 :  

I  7 , 4 1 1 . 3 4  1 0 , 6 7 2 . 6 9  
2  4 , 9 4 1 . 2 6  1 3 , 1 4 2 . 7 8  
3  1 , 8 9 9 . 5 0  1 6 , 1 8 4 . 5 3  

"Rule of 78" 
The  proport ions of i n t e re s t  and  principal  
repa id  in any  yea r  c a n  b e  derived f rom 
thorough calculat ions,  a s  used in t h e  above  
examples.  

More commonly,  Accountants  use  a more  
convenient  bu t  less  a c c u r a t e  method,  t h e  
"Rule of 78". The  n a m e  of t h e  ru l e  resu l t s  
f r o m  t h e  sum of a l l  digi ts  up t o  and  
including 12 being 78. Fo r  a 12 month  t e r m ,  
t h e  ru le  i s  applied as shown in t h e  following 
example  : 

P r i n c i p a l  $ 5 0 , 0 0 0 ,  F inance  R a t e  = 2 5 % ,  
Term = 1 2  m o n t h s .  Mon th l y  r epaymen t  = $ 4 , 7 5 1 .  
T o t a l  r e p a y m e n t s  = $4 ,751  x 1 2  = $57 ,012  

T o t a l  i n t e r e s t  r e p a i d  = $57 ,012  - $50 ,000  
= $7 ,012  

I n t e r e s t  r e p a i d  i n  : 
f i r s t  month  = 1 2 / 7 8  x $ 7 , 0 1 2  = $ 1 , 0 7 8  
s econd  month  = 1 1 / 7 8  x $7 ,012  = 989 

t w e l f t h  month  = 1 / 7 8  x $7 ,012  = 9  0  

$ 7 , 0 1 2  

P r i n c i p a l  M o n t h l y  P r i n c i p a l  
Month O u t s t a n d i n g  R e p a y m e n t  I n t e r e s t  R e p a i d  Repa i d  

$ $ $ $ $ 



If t h e  t e r m  is  o t h e r  t h a n  1 2  months,  t h e n  t h e  
appropr i a t e  sum of d ig i t s  i s  used. F o r  a 6 
month  t e r m ,  t h e  f i r s t  month ' s  i n t e r e s t  would YEAR 1 
b e  6/21 o f  t h e  t o t a l ;  and  f o r  3 6  months,  
361666 of t h e  to t a l .  The  values obta ined  a r e  TAXABLE 
reasonable  approximat ions  of t h e  theo re t i c -  INCOME 1 
ally der ived  amounts .  

HIRE PURCHASE AND TAXATION 
YEAR 2 

In assessing t axab le  income,  i n t e r e s t  is 
t r e a t e d  a s  a n  expense  and is deduct ib le  in JULY 
t h e  yea r  i t  is incurred.  Principal  
repayments ,  by con t r a s t ,  a r e  t r e a t e d  a s  
capi ta l .  Cap i t a l  inves tments  a r e  sp read  ove r  
t h e  working l i f e  of t h e  machine  through 
deprec ia t ion  (Liley, 1987). NOVEMBER 

Machine deprec ia t ion  fo r  t a x  de t e rmina t ion  
i s  ca l cu la t ed  using a Diminishing Value (D.V.) FEBRUARY 
method.  In a n y  year ,  t h e  deprec ia t ion  i s  a 
s e t  pe rcen tage  of  t h e  opening book value,  a s  
t h e  following example  shows : MARCH 

O p e n i n g  Closing 
Y e a r  Value D e p r e c i a t i o n  a t  2 0 %  D. V .  V a l u e  

$ $ $ $ YEAR 3 

Of t h e  t w o  components  within e a c h  h i r e  
purchase  in s t a lmen t  - principal  a n d  i n t e r e s t  - NOVEMBER 

both have  much g r e a t e r  t a x  deductibi l i ty in 
t h e  f i r s t  yea r s  of t h e  machine ' s  life. 
Depending on t h e  con t r ac to r ' s  c i rcumstances ,  FEBRUARY 

t h i s  m a y  c r e a t e  diff icul t ies  in t h e  c a s h  flow. 
To assess t h e  e f f e c t ,  i t  i s  f i r s t  necessary  t o  
rev iew t h e  c o n t r a c t o r ' s  overa l l  t a x  si tuat ion.  MARCH 

Provisional Tax 
YEAR 4 

A logging c o n t r a c t o r  will be  a provisional 
t axpaye r .  In a n y  c u r r e n t  y e a r ,  h e  pays  
t h r e e  t a x  in s t a lmen t s  based on t h e  previous JULY 
y e a r ' s  income.  Because t h e s e  a r e  based  only 
on e s t i m a t e s  of wha t  his  i ncome  will real ly 
be ,  a t  a l a t e r  s t a g e  t h e r e  is a "terminal"  t a x  
t o  t i d y  th ings  up. NOVEMBER 

The  s y s t e m  c a n  be explained wi th  a t i m e  l ine  
a s  i l lus t ra ted  in F igure  1. FEBRUARY 

The  resul t  of t h e  "provisional" and  "terminal"  MARCH 
t axa t ion  sys t em is a delaying,  o r  "staggering" 
of t h e  t a x  impact .  If t h e  previous y e a r  was  
very  prof i tab le ,  t hen  l a rge  provisional and  
t e rmina l  paymen t s  will b e  d u e  in t h e  c u r r e n t  
yea r ,  regard less  of p re sen t  profi tabi l i ty.  

F i g u r e  1 - T i m e  L i n e  

Because t h e  con t r ac t -  
o r  h a s  just s t a r t e d  his 
business, t h e  previous 
y e a r ' s  i ncome  w a s  nil. 
No t a x  i s  payable.  

P T  1 One-third of t h e  t a x  
d u e  on t h e  f i r s t  yea r ' s  
income is payable in 
e a c h  of July,  Novem- 
be r  and  March. This 

P T  1 i s  t h e  "provisional" t a x  
and  is being paid in 
t h e  expec ta t ion  t h a t  

T T  1 y e a r  2 t a x a b l e  income  
will b e  s imilar  t o  yea r  
1. The  t a x  on  yea r  1 

P T  1 i ncome  is  finally 
payable  in February  a s  
" terminal"  t ax .  

PT 2 Again t h e  provisional 
paymen t s  a r e  based  on 
t h e  income  of t h e  
y e a r  before .  T o  de-  
t e r m i n e  t e rmina l  t a x ,  
t h e  a c t u a l  t a x  d u e  on 

P T  2 yea r  2 income  is 
taken .  From th is  is 
deducted  t h e  pro- 

T T  2 visional t a x  which was  
( 3  X P T l )  ac tua l ly  paid. If t h e r e  

is any  d i f f e rence  th i s  
P T  2 is paid a s  t e rmina l  

tax.  

PT 3 As before ,  t e rmina l  
t a x  on y e a r  3 income 
m a y  b e  payable if i t  
was  m o r e  prof i tab le  

P T  3 t h a n  yea r  2. If i t  was  
less  prof i tab le ,  a 
refund m a y  be  d u e  in 

T T  3 February ,  and  if both  
( 3  x P T ~ )  y e a r s  2 and  3 were  

PT 3 equally prof i tab le ,  no  
t e rmina l  t a x  is 
payable a t  all. 



Cashflow income,  t h e  a m o u n t  of t a x  paid a l so  rises, 
b u t  wi th  a delayed response. This  r e su l t s  in 

The  example  cashflow in Figure  2 i l l u s t r a t e s  y e a r  6 having t h e  lowest  t axab le  income  and 
t h e  in t e rac t ion  of t h e  various f ac to r s .  The  y e t  t h e  highest  t a x  paid. As a resul t ,  a 
logging gang used in t h e  example  h a s  t h e  subs tant ia l  co r r ec t ion  i s  necessary  in yea r  7 
following f e a t u r e s  : when a s izeable  r e b a t e  resul ts .  

Machinery - 1 skidder - purchase  va lue  
$200,000; r e sa l e  value $30,000 a f t e r  f ive  
years. This machine i s  rep laced  in month 6 1  
by ano the r  e x a c t l y  t h e  same .  

Finance agreement - Down paymen t  $30,000. 
Cap i t a l  t o  r epay  $170,000. 60  monthly 
paymen t s  of $4,599.07 ( f inance  r a t e  2 1%). 

A.ZI o ther  c o s t s  - $6,200 p e r  month. 

Revenue - $14,000 p e r  month.  

I t  i s  assumed t h a t  funds f r o m  t h e  r e sa l e  of 
t h e  f i r s t  mach ine  will  b e  used as a depos i t  
fo r  t h e  second. For s implici ty,  t h e  e f f e c t  of 
inflat ion h a s  been  ignored. 

As t h e  graph indicates,  al though t h e  gang's  
gross revenue  remains  s t eady ,  t h e  t axab le  
income  r i ses  s ignif icantly f r o m  yea r s  1 t o  5. 
This is en t i r e ly  d u e  t o  t h e  reduced 
deductibi l i ty of i n t e re s t  and  deprec ia t ion  
charges.  With t h e  increase  in t a x a b l e  

Yea r s  5 and 6 a r e  c lear ly  t h e  mos t  c r i t i ca l  
a s  f a r  a s  t h e  cash  ba lance  is concerned .  
Year  5 is t h e  f ina l  yea r  of t h e  f i r s t  
mach ine ' s  use. Repai r  and  ma in tenance  
c o s t s  a r e  likely t o  b e  high a t  t h i s  s t a g e  and  
s o  t h e  business m a y  b e  par t icu lar ly  
vulnerable ( a s  i t  aga in  becomes  in yea r  10). 
By yea r  6 t h e  new mach ine  i s  es tab l i shed  and  
hopefully o f f e r s  g r e a t e r  reliability. 

Reduction in Provisional Tax Payment 

The sys t em of ca lcula t ing  provisional t a x  i s  
n o t  necessari ly inflexible. The  s i tua t ion  c a n  
t o  s o m e  e x t e n t  b e  al leviated.  Where a 
c o n t r a c t o r  h a s  c l e a r  reason fo r  expec t ing  a 
reduct ion  in t axab le  income f o r  a n y  yea r ,  h e  
may  r educe  his provisional t a x  payments.  
Instead of basing provisional t a x  on l a s t  
y e a r ' s  income,  i t  is assessed on  t h e  
an t i c ipa t ed  income  for  t h e  c u r r e n t  year .  
This may b e  ca lcula ted  f rom a prepared  
budget  o r  derived f rom t h e  f i r s t  f e w  months  
of t rad ing  in t h e  c u r r e n t  yea r  o r  both.  By 
re-assessing t a x  in t h i s  manner ,  t h e  need  for  
a t a x  r e b a t e  in yea r  7 could b e  largely 
avoided. 
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Figure 2 - CASH FLOW : Example 1 

K e y :  
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K e y :  
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F i g u r e  3 - CASH FLOW - Example 2 

An Alternative Treatment of Interest t o  increase  l a t e r  in t h e  machine  l i fe ,  
providing a counterbalancing e f f e c t .  The 

The  t a y  paye r  c a n  e l e c t  t o  spread  t h e  t o t a l  c o n t r a c t o r  may also find o t h e r  
i n t e r e s t  c o s t  of  t h e  h i re  purchase  a g r e e m e n t  oppor tuni t ies  f o r  t a x  deductibi l i ty by  t h a t  
evenly  ove r  i t s  t e r m .  s t age .  

F igure  3 demons t r a t e s  t h e  resu l t  of  t h i s  
change  o n  t h e  c a s h  flow. The t axab le  income  
s t i l l  r i ses  be tween  years  1 and  5,  bu t  less  
s t eep ly  s ince  i t  i s  now only t h e  deductibi l i ty 
of deprec ia t ion  which declines. The  t a x  paid 
shows a much reduced var ia t ion  and mos t  
impor tant ly  t h e  cash  ba lance  r ema ins  fair ly 
s teady.  

Which Alternative to Use 

Only o n e  simplified t rad ing  s i tua t ion  has  
been  examined in t h e  example  a n d  t h e r e f o r e  
t h e  r e su l t s  mus t  be  in t e rp re t ed  wi th  c a r e .  
Individual c i r cums tances  which mus t  b e  
considered,  include : 

- if t h e r e  i s  more  t h a n  o n e  machine  in t h e  
business t hen  "staggered" r ep lacemen t  m a y  
produce  a m o r e  even  t a x  l iabi l i ty 

- i t  m a y  b e  preferable  t o  h a v e  higher 
i n t e r e s t  t a x  deductions in t h e  f i r s t  f e w  
years. Repai r  and ma in tenance  cos t s  t e n d  

Where, however ,  t h e  c o n t r a c t o r  i s  in a 
s i tua t ion  of a l a rge  inves tmen t  in machinery ,  
3-5 yea r  loans and a high proport ion of 
outgoings in f inance  charges ,  t h e n  t h e  
a l t e rna t ive  t r e a t m e n t  of i n t e r e s t  m a y  b e  
wor th  evaluat ing.  

Regardless of t h e  c i rcumstances ,  i t  is 
essent ia l  f o r  a logging c o n t r a c t o r  t o  rev iew 
his  long t e r m  budget  f o r  mach ine  
r ep lacemen t  and  t a x  liabilities. 
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