Timber and Taxes

2004 Tax Legislation

William C. Siegel, J.D.

A Plus For Woodland Owners

The Working Families Tax Relief Act
of 2004 was signed into law by the
president on October 4, 2004. After
undergoing some compromises in con-
ference, the bill sailed through the
House of Representatives by a 339 to
65 vote margin, and was accepted by
the Senate 92 to 3.

Then on October 22,2004, the presi-
dent signed the American Jobs Cre-
ation Act of 2004. Both pieces of legis-
lation contain a number of provisions
that will have a beneficial impacton the
income tax aspects of growing timber.
The Forest Landowners Tax Council, a
partner of the National Woodland Own-
ers Association, played the major role
in gaining passage of the two timber-
specific changes discussed in the fol-
lowing paragraphs.

Reforestation Costs

The general tax law rule is that direct
costsincurredin connection with refor-
estation are required to be capitalized,
and may only be recovered (deducted)
when the trees are sold or otherwise
disposed of. Section 194 of the Internal
Revenue Code has provided a limited
exception to this rule since 1980. All
taxpayers except trusts could elect to
amortize (deduct) over 84 months (ac-
tually eight tax years) up to $10,000 of
qualifying capitalized reforestation

expenses each year. In addition, refor-
estation expenses eligible for amorti-
zation were also eligible for a 10 per-
centinvestment tax credit.

The Jobs Act made significant
changes to Section 194 which are ef-
fective for all reforestation costs in-
curred on or after October 23, 2004.
The first of these permits up to $10,000
annually of eligible reforestation costs
per qualified property to be immedi-
ately deducted (expensed) in the year
incurred.

This means that if a woodland owner
has more than one qualified property,
the $10,000 yearly limit will be applied
separately to each property. The term
“each qualified property” is not defined
in the new legislation, nor was it de-
fined in the old Section 194. Thus the
IRS will have to define it in the regula-
tions it writes for purposes of adminis-
tering the new law.

The second change permits all re-
forestation costs unable to be ex-
pensed, without limit as to amount, to
be amortized over 84 months. Therules
for amortization otherwise remain the
same. This provision is also effective
for expenditures made on or after Oc-
tober 23, 2004.

In return for the expanded benefits
described above, the 10 percent refor-
estation tax credit was removed with
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respect to all reforestation expenses
incurred on or after October 23, 2004.
Unfortunately, the new provisions do
not apply to trusts just as the old ones
did not.

Taking the Deduction

Woodland owners who file as a busi-
ness or as a pass-through entity (such
as a Sub S corporation or partnership)
will take the immediate deduction now
permitted for the first $10,000 on their
tax return as they would for any other
business deduction. But what about
those who file as an investor rather
than a business? The good news is
that such persons will not have to item-
ize deductions on their tax returns in
order to claim the deduction. It will be
an “above the line” deduction, taken in
the same manner by investors as a
reforestation amortization deduction.

Reforestation costs incurred early in
2004 will be subject to the old rules;
those incurred on or after October 23
will be subject to the new rules. The
following example illustrates the pro-
cedure.

Example

John Woodland Owner has an
800 acre tree farm. He clear cut
some of his acres in 2003 and
replanted in January and Febru-
ary of 2004 at a cost of $15,000.
He clearcut additional acreage in
the spring of 2004, and replanted
in December of that year. The
cost was $22,500.

The $15,000 of costs incurred
early in the year are subject to the
old rules. Therefore, $9,500 can
be amortized over eight tax years
beginning on the 2004 tax return
and a $1,000 tax credit can also
be taken on that return. The
$10,000 basic limit for amortiza-
tion was reduced by five percent
($500) because the credit was also
taken. The $500 is permanently
lost. The remaining $5,000 of costs
stay in the reforestation depletion
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account as capitalized expenses
until the trees are sold or other-
wise disposed of. At that time
they can be recovered (deducted).

The $22,500 in costs incurred
in December are subject to the
new rules. The first $10,000 can
be deducted immediately on the
2004 return. The remaining
$12,500 can then be amortized
over 84 months beginning on the
2004 return. In actuality, the
$12,500 will be combined with
the earlier $9,500 for amortization
purposes.

Timber Capital Gains

The Jobs Act also made a significant
change in the way that woodland own-
ers can qualify for capital gain eligibil-
ity for timber sale income. This change
became effective on January 1, 2005.

The Old Law
Prior to 2005, only those timber
owners who were classed as investors
with respect to their timber operations
could qualify for capital gain treatment
for alump-sum stumpage sale. Essen-
tially, this category only included those
woodland owners who made occa-
sional sales at wide-spread intervals
and who did not file business tax re-
turns with respect to their timber har-
vesting. Taxpayers determined to be a
business on audit by the IRS were
denied capital gain treatment for lump-
sum sales even if they called them-
selves investors and filed as such. The
only way a woodland owner was able
to be assured of capital gains without
question with respect to a stumpage
sale was to sell under Section 631(b) of
the Internal Revenue Code with a re-
tained economic interest—in other
words, by using a pay-as-cut contract.
There are many disadvantages to a
retained interest sale as opposed to a
lump-sum sale. Suffice it to say, lump-
sum sales are less complex, and much
easier to structure and administer. Most
prospective timber purchasers prefer
lump-sum sales and landowners can
usually receive more and higher bids
when using them.

The New Law

The new law permits either a lump-
sum sale or a retained interest sale, at
the seller’s option, to qualify under
Section 631(b). This means that all
woodland owners, regardless of their
status as a business or investor, can
now use lump-sum sales whenever
they wish and still qualify for capital
gains treatment. The change became
effective on January 1, 2005.

Other Changes

Last year’s two major tax bills con-
tain several other provisions that will
be of benefit to woodland owners.

Subchapter S Corporations

Many family forest ownerships are
structured as Subchapter S corpora-
tions. The maximum number of share-
holders for S corporations was raised
rom 75 to 100 and now all members of
one family can elect to be treated as
one shareholder. These changes be-
came effective on January 1, 2005.

Section 179 Deductions

Section 179 of the tax code permits
the costs of certain qualifying business
property to be immediately expensed
(deducted) in the year of purchase
rather than being recovered over a
period of years through depreciation.
The maximum eligible dollar amountin
2004 was $102,000.

This was scheduled to revert to
$25,000 in 2005. The new legislation
extended the $102,000 ceiling, to be
adjusted annually for inflation, through
2007. It is now scheduled to revert to
$25,000, with no indexing for inflation,
in 2008.

to his daughter Mary Ann
continues to be valued
by three generations

of the South Georgia
Anderson family.

For the past five
years, a Georgia-Pacific
Forest MAP forester
has worked with the
Andersons, developing
a forest management
plan for their family
forest—a plan that will
help them sustain their
forest and its ability to
create special memories
for future generations
of Andersons.

Just like their mother before them,
Jim, Jan and Art Anderson grew
up spending time in the family’s
woods—riding horses, camping out
and fishing. Today, the property
Jimps Hodges purchased in the
‘40s and left

Mary Ann, sons Art and
Jim, and Jimps Hodges
in an earlier time.
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