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ederal and state income taxes should always be an important 
concern of private forest 

landowners because they can signifi- 
cantly reduce net returns on a forest- 
land investment. The complexity of 
tax law, however, makes it difficult for 
landowners to develop a sound man- 
agement plan that allows them to take 
advantage of the various interacting 
state and federal provisions pertaining 
to forestry. Learning all the relevant tax 
implications is both expensive and 
time consuming, but the consequences 
of failing to take advantage of the ex- 
isting law can be even more costly. 

This paper provides two analyses of 
the effects of federal and state tax on 

returns to timberland investors, using 
hypothetical cases in the South. The 
first analysis considers the tax cost of a 
timber sale. The second analysis exam- 
ines how using various tax provisions 
affects the expected value of a timber 
investment over an infinite number of 
rotations. 

Federal and State Income Tax Laws 

The federal income tax provisions 
give forest landowners various oppor- 
tunities for tax savings. It is important 
to understand the federal laws because 

state tax law and policy often follow 
the federal model. Following are the 
most important income tax rules for 
timber investments; further details of 
these provisions will be discussed in 
the section on tax planning. 

1. The treatment of timber sale in- 

come as long-term capital gain. 
2. The correct allocation of basis 

(acquisition costs) between land, tim- 
ber, and other land improvements on 
the property. 

3. Cost depletion. 

4. The deduction, for an active 
business or investment, of manage- 
ment expenses, property taxes, and 
other business-related costs. 

5. The suspension (or capitaliza- 
tion), for a passive business, of man- 
agement expenses, property taxes, and 
other business-related costs. 

6. The reforestation amortization 

and investment tax credit. 

The 14 southern states analyzed in 
this study are Alabama, Arkansas, 
Florida, Georgia, Kentucky, Louisiana, 
Mississippi, North Carolina, Okla- 
homa, South Carolina, Tennessee, 
Texas, Virginia, and West Virginia. All 
except Florida, Tennessee, and Texas 
have a comprehensive income tax 
Seven of those 11 states use federal ad- 

justed gross income as their tax base 
(table 1). North Carolina and South 
Carolina use federal taxable income as 

their tax base; Alabama and Arkansas 
require taxpayers to compute income 
from all sources. Deductibility of fed- 
eral income tax, standard deductions, 
personal exemptions, tax rates, and 
long-term capital gains exclusions are 
detailed for each state in table 1. 

Part I: Tax Costs of a Timber Sale 

Our hypothetical taxpayers, a hus- 
band and wife, age 60 with no de- 
pendents, are representative of a gen- 
eral forest landowner (Birch 1997, 
pets. commun.). The income tax ef- 
fects are shown for a medium income 

of $50,000 and a high income of 
$110,000, before timber revenues 
To maintain comparability across 
states, it is assumed that the 
landowners use the standard deduc- 

tion. (If itemized deductions were 
used, they would differ across states 
because of the different state income 
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tax deductions on the federal return.) 
The owners purchased 500 acres of 

1oblolly pine (Pinus taeda) forestland in 
the South 10 years ago. The land is of av- 
erage quality (site index 60, base age 25), 
and they employ management tech- 
niques that are common for the region. 
They are actively involved and have tim- 

ber management as their primary ob- 
jective. The business is operated as a 
sole proprietorship. Other objec- 

'•• ,'x tives include wildlife manage- '• merit, aesthetics, and value 

•* appreciation. A timber sale is com- 

• pieted in the current 
year (1997 tax rates • and law are assumed 

l=to• for purposes of this analy- 
• sis). At the time, the owners 

mav:e est,mated tax payments based on the sales proceeds. The 
expenses of the sale (consulting 

forester's fees) are assumed to be 6 per- cent of the sale price. This percentage 

falls within the range of large sales, 

Table 1. General income tax provisions for southern states, a 

which generally command a fee of 4 to 
8 percent. It is assumed that the owners 
will not reforest the land until the fol- 

lowing year, so no amortization of re- 
forestation costs or investment tax cred- 

its are included in the analysis. The an- 
nual property tax for the landowners is 
assumed to be $1,000 (500 acres at $2 
per acre), and the annual management 
costs are $2,500 (500 acres at $5 per 
acre) (Dubois et al. 1997). Both annual 
costs are fully deductible because the 
landowners are actively involved in the 
management of the forestland. 

The purchase price of the timber- 
land 10 years ago was $500,000, or 
$1,000 per acre. The land contained 
old-field 1oblolly pine with an average 
age of 20 to 25 years. The landowners 
allocated the purchase price (basis) be- 
tween the land ($215,000, or $430 per 
acre) and the timber ($285,000, or 
$570 per acre). The total growing 
stock on the land at the time of pur- 
chase was 11,129 cords (22.25 cords 
per acre). The landowners are using the 

Federal 

adjusted Federal 
gross income income 
used as tax tax Personal Standard of the 

base deductible exemption b deduction b From first 

Abbreviated tax rate schedule b 

to 

Maximum 

Proportion of effective 
of the long-term long-term 

amount capital gain capital gains 
over taxable tax rate 

Alabama No Yes $ 3.000 $ 4,000 c 2.00% $1,000 
Arkansas No No 40 d 1,000 e 1.00 2,999 
Florida ...... 

Georgia Yes No 3,000 3,000 1.00 1,000 
Kentucky Yes No 40 d 900 2.00 3•000 
Louisiana Yes Yes 9,000 Combinedg 2,00 20,000 
Mississippi Yes No 9,500 3,400 3.00 10,000 
North Carolina No h No 300 i 5,000i 6.00 21,250 
Oklahoma Yes Yes 2,000 2,000 k 0,50 2,000 
South Carolina No h No --• -J 2.50 2,280 
Tennessee ...... 
Texas ...... 

Virginia Yes NO 1,600 5,000 2.00 3,000 
West Virginia Yes No 4,000 none n 3,00 10,000 

5•00% $ 6,000 100% 5.00% 
7.00 25,000 100 6.00 f 

6.00 10,000 100 6.00 
6.00 8,000 100 6,00 
6.00 100,000 100 6.00 
5.00 20,000 100 5.00 
7.75 100,000 100 7.75 
7,00 21,000 100 7.00 
7.00 1 i ,400 44 m 3.08 

5.75 17,000 100 5.75 
6.50 60,000 100 6.50 

aAs of April 1998. The sources of information used in collecting this data 
were BNA Income Tax Planner with 50 States for Windows (1998), state tax 
forms, a survey of state tax departments. and correspondence with state 
tax offices. 

•The personal exernpEon, standard deduction, and tax rate schedules are 
for married taxpayers filing a joint return. 

elf AGI is less than $20,000, the standard deduction is 20% of AGI. 
dA tax credit of $20 ($40 per couple) is used instead of a personal exemption. 
? gross income is less than $10,000, the deduction is 10% of gross income. 
Maximira tax rate on capital gains is 6 percent. 
gLouisiena uses a combined personal exemption/standard deduction. 

hTax base is federal taxable income. 
/The exemption is phased out i• federal AGI is over $100,000. 
Worth Carolina limits standard deduclion to the pre-inflation adjusted 
federal amount. 

kDeduction is 1,5% of Oklahoma AGI up to a maximum of $2,000. 
•The federal personal exemption and standard deduction amounts are 
passed through to the taxpayers by the state using federal taxable income 
as the tax base. 

• The Iong4erm capital gain holding period for South Carolina is two years. 
nBoth standard and itemized deductions were eliminated in 1987. 
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Scribner log rule and an averaging con- 
vention of 3.3 cords per thousand 
board feet (MBF) for depletion unit 
purposes (Oderwald 1998, pers. com- 
mun.). All timber volumes are calcu- 
lated with WINYIELD (Hepp 1997). 

The sale is a clearcut of 72 acres, 
which produces 2,738 cords (38 cords 
per acre) of wood. The landowners re- 
ceive $285 per MBF for sawtimber, 
$75 per cord for Chip-n-Saw, and $26 
per cord for pulpwood (University of 
Georgia 1997). Total sales proceeds are 
$200,000. 

The total adjusted growing stock is 
20,076 cords. The growth since the 
purchase of the land is therefore 8,947 
cords. The depletion unit is calculated 
by dividing the purchase price allo- 
cated to the timber's adjusted basis by 
the total adjusted growing stock since 
purchase. The depletion unit for the 
landowners is $14.20 ($285,000 + 
20,076) per cord. The depletion unit 
calculation assumes that all expenses 

are deducted as incurred rather than 

capitalized. Total depletion for the sale 
is $38,880 ($14.20 x 2,738). 

Federal tax analysis. The calculation of 
the federal tax liability for the hypothet- 
ical landowners is summarized in table 2. 
An after-tax net income model is used in 

the analysis. The personal exemption for 
the taxpayers in both income levels is re- 
duced because part of the personal ex- 
emption is phased out after the taxpay- 
ers' adjusted gross income reaches 
$181,800 (Willis and Davis 1998). 

The long-term capital gains tax on 
the sale differs for landowners in the 

two income levels, in two respects. 
First, for the medium-income taxpay- 
ers, some of the capital gain is taxed at 
the lower, 10 percent capital gains rate 
because that rate applies until addi- 
tional capital gains income moves the 
taxpayer into the 28 percent marginal 
federal tax bracket (over $41,200 in 
taxable income for 1997) and the cor- 
responding 20 percent capital gains 

bracket. Second, the high-income 
landowners are subject to the alterna- 
tive minimum tax. 

The alternative minimum tax is a sep- 
arate tax calculation with a proportional 
tax rate that is applied each year to a tax- 
payer's income. Certain tax deductions 
are calculated differently. If the deduction 
for regular income tax purposes exceeds 
that allowed for alternative minimum tax 

purposes, then a tax liability may be in- 
curred. If the tentative minimum tax ts 

greater than the regular income tax, the 
taxpayer must pay the regular tax plus the 
alternative minimum tax (Willis and 
Davis 1998). For individuals, this tax ts 
calculated on IRS Form 6251. 

State tax analysis. State taxes are al- 
lowed as a deduction on a taxpayer's 
federal return if the taxpayer itemizes 
deductions on Schedule A of federal 

Form 1040. Our hypothetical taxpay- 
ers are taking the federal standard de- 
duction to make the state computa- 
tions more comparable. 

The amount of state tax the hypo- 
thetical landowner must pay on a tim- 
ber sale varies greatly because of differ- 
ences in state tax laws (table 3). Taxable 
income, income tax, and combined 
federal-state tax liability for the hypo- 
thetical landowners in each state are 
shown. Florida, Tennessee, and Texas 
do not have state income taxes and 
therefore have no state income tax lia- 

bility. For those states with an income 
tax, the highest liability for the 
medium-income taxpayers is incurred 
in North Carolina ($13,472) and the 
lowest in Louisiana ($7,091). North 
Carolina has the highest tax rate sched- 
ule and the highest minimum tax rate 
(6 percent) among the southern states 
The low tax liability in Louisiana re- 
sults from three factors: the allowable 
deduction of federal income taxes, a 
high personal exemption and standard 
deduction, and a favorable tax rate 
schedule. These relationships are simi- 
lar for the high-income level taxpayer 

Part I1: Land Expectation Value 
In this section we examine the effect 

of income taxes on the value of a tim- 

ber investment over a perpetual num- 
ber of rotations, using land expectation 
value methodology. Land expectation 
value is defined as the net present value 
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of bare land used to produce perpetual 
rotations of timber. Land expectation 
value is a useful tool for estimating the 
maximum bid price for bare forestland 
(Gunter and Haney 1984). 

This analysis continues the hypo- 
thetical landowner model developed in 
the previous section for the year after 
the timber sale and for all subsequent 
rotations. Only one income level will 
be examined. It is assumed that the 

landowners have $70,000 per year in 
wages for each year of the rotation. 
This places them in the 28 percent fed- 
eral marginal tax bracket for ordinary 
income. The landowners use a man- 

agement rotation (table 4), which gives 
them a high net present value, translat- 
ing into a good return on their invest- 
ment (Cafferata 1997). They prepare 
the site and plant with genetically im- 
proved loblolly seedlings. The 
landowners use an herbicide release in 

the third year of the rotation. A thin- 
ning in year 15 of the rotation pro- 
duces about 8.5 cords of pulpwood 
and one cord of Chip-n-Saw per acre. 
The final harvest occurs in year 30 of 
the rotation and produces approxi- 
mately 12 cords ofpulpwood, 24 cords 
of Chip-n-Saw, and 2 MBF per acre 
(table 4). Management costs were ob- 
tained from the Forest Landowner 31st 

Manual Edition (Dubois et al. 1997). 
Timber prices were calculated by using 
s•mple linear regression techniques on 

10 years of 75'mber Mart-South (Uni- 
versity of Georgia 1987-97) southern 
regional average prices. 

Assumptions related to land expec- 
tation values are as follows: 

1. Revenues and costs are assumed 

to be constant and will increase only 
with the 3 percent inflation rate as- 
sumed in the analysis. 

2. Tax laws and rates are assumed to 

be constant throughout the rotation. 
3. An after-tax net income model is 

used. 

4. Two nominal (including inflation) 
after-tax interest rates of 6 and 8 percent 
are used in the analysis to account for 
any uncertainty or risk in the model. 

5. Two general state tax rates of zero 
and 7.8 percent are chosen to model 
the minimum and maximum state tax 

rate implications for the southern 
model. 

75x-planning scenarios. Six tax-plan- 
ning scenarios are evaluated to deter- 
mine the effects of tax provisions on 
land expectation value (table 5, p. 14). 
In the first scenario (base case) our hy- 
pothetical landowners take advantage 
of all available tax provisions. In each 
successive scenario, they forgo certain 
tax benefits that lower their land ex- 

pectation value. These reflect common 
omissions and mistakes made by typi- 
cal forest landowners. 

Under scenario 1, the landowners, 

who are cash basis taxpayers, pay 

$10,000 of their reforestation costs in 
each of the first two years. Reforestation 
costs are thus spread over two tax years, 
allowing them to maximize their use of 
the reforestation amortization and the 
investment tax credit. The landowners 

deduct their management expenses, in- 
cluding the herbicide release (this as- 
sumes the stand is established), and 
property taxes. Under current tax provi- 
sions, an active business is allowed to 
fully deduct any ordinary and necessary 
expense from any current income. The 
owners sell the timber under a "pay-as- 
cut" contract (Section 631(b) of the In- 
ternal Revenue Code). As long as the 
one-year holding period has been met, 
Section 631 (b) provisions allow the net 
gain from the thinning and clearcut to 
be taxed as long-term capital gains. Be- 
cause the timber sale income is treated 

as long-term capital gains, it is not sub- 
ject to self-employment tax. 

In scenario 2, management costs and 
property taxes are capitalized. These ex- 
penses are then recovered through the 
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Table 5. Tax planning scenarios for land expectation value analysis. 

Reforestation costs 

All costs 
Investment tax credit 

Spread over in first 
two years year Used Not used 

Management expenses and 
property taxes 

Neither 
deducted 

Deducted nor 

currently Capitalized capitalized 

Treatment of timber 
sale revenue 

Capital Ordinary 
gain income 

Scenario 1 

Scenario 3 

Scenario 5 v' v' 

depletion deduction when the timber is 
harvested. The landowners' basis in the 

timber is composed of management 
costs and property taxes because they 
have already amortized the reforestation 
expenses. Suspension (or capitalization) 
of these expenses is required if a 
landowner's business is classified as pas- 
sive, unless the landowner has offsetting 
passive income from other sources. This 
scenario thus represents the tax effects 
for a timber investment that is classified 

as passive, compared with the active 
business in scenario 1. 

Scenario 3 differs from scenario 1 in 

that the management expenses and 

property taxes are neither deducted nor 
capitalized. All other variables remain 
the same. A landowner who fails to 

maintain proper records and receipts 
or is not aware of the tax rules loses the 

advantage of expense deductibility and 
falls into this scenario. 

Scenario 4 is the same as scenario 1 

except that the revenue from the tim- 
ber harvests is treated as ordinary gain. 
Treatment of timber revenues as ordi- 

nary gains can occur if the landowners 
sell timber in a lump-sum sale. Gains 
from a lump-sum timber sale are 
treated as ordinary gains if the timber 
investment is classified as a business. 

Because the sale revenue is treated as an 

ordinary gain, the final timber harvest 
moves the landowners into the 39 6 

percent tax bracket. Future tax rates are 
uncertain; our anklysis assumes that 
the ordinary rate stays at 28 percent 
The Medicare portion (2.9 percent) of 
the self-employment tax on total ordi- 
nary income above $65,400 is also 
omitted from the analysis for purposes 
of consistency. These results are con- 
servative estimates under current law 

Scenarios 5 and 6 illustrate the ex- 

treme cases of failure to take advantage 
of favorable tax treatment available to 

the landowner. In scenario 5 the own- 

ers spend all $200 per acre in reforesta- 
tion costs in the first year. These ex- 
penses are neither amortized nor capi- 
talized. Consequently, they do not take 
the associated reforestation investment 

tax credit. Management expenses and 
property taxes are neither deducted nor 
capitalized. 

Scenario 6 is the same as scenario 5 

except that the timber sale revenue is 
treated as an ordinary gain, even 
though the provisions of Section 
631(b) allow the long-term capital 
gains treatment of timber sales. Timber 
sale revenue is treated as ordinary gains 
if the landowners sell the timber as a 

lump-sum sale. 
Ef/•cts of tax planning. Scenario 1 

produces land expectation values of 
$272 to $739 per acre (table 6). Th•s 
means that a timberland buyer would 
be willing to pay between $272 and 
$739 per acre for bare land in the South 
using the previously stated loblolly pine 
management regime, depending on the 
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Land expectation values in scenarios 
2 and 3 range from $201 to $690. 
Capitalizing expenses (scenario 2) 
rather than currently deducting these 
expenses decreases the land expectation 
value by 7 to 19 percent, depending on 
interest rates and state tax rates. 

Scenario 3 illustrates the impact of 
losing both the capitalization and the 
deduction of management expenses. 
Failure to keep records can decrease land 
expectation values by ! 0 to 26 percent. 

Forest landowners who do not take 

advantage of long-term capital gains 
treatment (scenario 4) can expect to 
lose 15 to 22 percent of their land ex- 
pectation value. Long-term capital 
gains can be lost by neglect or igno- 
rance of the tax law governing the rela- 
tionship between being an active busi- 
ness and the Section 63!(b) rules for 
selling timber. The value loss could be 
even greater if a landowner's ordinary 
tax rate is higher than the assumed 28 
percent. 

Land expectation values drop sub- 
stantially in scenarios 5 and 6, to $56 
to $586. Percentage decreases from the 
land expectation values in scenario 1 
range from 21 to 79 percent, depend- 
lng on state tax rates and interest rates. 

Conclusion 
Forest landowners must either have a 

working knowledge of the tax provisions 
affecting timberland or seek the profes- 
sional services of an accountant familiar 

with the tax provisions relating to 
forestry investments. Misunderstanding 
and ignorance of tax provisions can 
cause landowners to lose a significant 
amount of potential revenue over a rota- 
tion. The results from this analysis show 
that income taxes can capture more than 
a third of revenues for the assumptions 
considered in this particular case. Annu- 
ally deducting management expenses 
and ensuring capital gains treatment on 
timber sales prove crucial in ensuring 
that landowners receive the highest pos- 
sible returns on their timberland invest- 

ment. Assessment of management activ- 
ities and good record keeping are essen- 
tial for landowners. By investing in tax 
planning, landowners can increase their 
returns over the lifetime of timberland 

ownership. 

Are you prepared 
r¾ 

integrate 

practice 

possible 

irrow. 

PIONEERING NEW TRAILS 

SAF's 1999 convention offers 

ß Enhanced skill-building opportunities 

ß More hands-on workshops than ever before 

ß Educational exhibits featuring the latest technology 

ß The incomparable beauty of Portland, Oregon, and the 
surrounding areas 
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