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Tax Considerations Associated With 
Different Types of Forest Ownership 

How expenses and income associ- 
ated with woodland ownership are 
treated for tax purposes depends on the 
reason for owning the property, the use 
being made of it, the owner's taxpayer 
classification with respect to the prop- 
erty, and the nature of the income or 
expense item in question. For example, 
property tax payments can always be 
deducted by individual taxpayers be- 
cause they are included in the allow- 
able itemized deductions for individu- 
als. It doesn't matter whether the land is 
being held for the production of income 
or not. 

Unlike property taxes, however, the 
costs of such practices as fire protection 
or pre-commercial thinning can only be 
deducted if the woodland is being held 
for the production of taxable income- 
either as an investment or as a busi- 
ness. 

Purpose for Holding Woodland 
Forest land essentially can be held for 

one of three basic reasons, or some 
combination of them. These are dis- 
cussed in the following paragraphs. 

Personal Use 
Property not owned to produce in- 

come is classed as being held for per- 
sonal use. An example would be a house 
and lot that serve as a taxpayer's resi- 
dence. Even though the owner might 
expect to sell it some day for more than 
was paid, the primary reason for having 
it is to provide a place to live. Likewise, 
woodland may be held primarily for 
residence (inclcrding second home) pur- 
poses, and perhaps also for personal 
enjoyment such as for hunting, fishing 
or other recreational pursuits. 

Investment 
Forest land irsed to produce income 

may in many cases be investment rather 
than business property. If timber pro- 
duction is not the principal-or a ma- 
jor-source of income, but the wood- 
land is otherwise managed for the even- 
tual realization of a profit, it is probably 

being held as an investment. 
Absentee forest owners often qualify 

as investors because their activities with 
respect to the land, although often lim- 
ited. are usually motivated by profitabil- 
ity rather than by other purposes. 

Business 
Property may be considered as held 

for use in a business if it is part of an 
activity entered into and carried out for 
profit on a more intensive and more 
regular basis than is the case with an 
investment. Two characteristicelements 
of a business are: (1) regularity of activi- 
ties and transactions, and (2) the pro- 
duction of income. For more information 
see Chapter 1 of IRS Publication 334, 
Tax Guide for Small Business. The 
taxpayer's relationship with any busi- 
ness in which he or she owns an inter- 
est, including a woodland business, is 
considered to be either "active" or "pas- 
sive" in nature. 

Active Business Interest: A taxpayer is 
actively engaged in a business if he or 
she "materially participates" in conduct- 
ing it. Material participation means per- 
sonally participating on a regular, con- 
tinuous and substantial basis in the 
management and operation of the activ- 
ity. The IRS has developed a nirmber of 
tests to define material participation in 
more detail. These have been discussed 
in several of my previous articles in 
National Woodlands. 

Passive Business Interest. The 
taxpayer's relationship with the busi- 
ness is passive during any year in which 
one of the material participation tests 
has not been met. The tax rc~les are quite 
different for active versus passive wood- 
land owners. These, too. have been the 
subject of a previous article in National 
Woodlands. 

Determination of the Primary 
Reason for Ownership 

Establishment of the primary reason 
for owning a particular woodland prop- 

erty is based on all the facts and circum- 
stances related to its intended and ac- 
tual use. No single factor is controlling, 
but activities that are in place at the time 
of determination are very important. 

Because of the unique nature of most 
forest property, there are usually ele- 
ments of personal use associated with 
its status as an investment or as a busi- 
ness. The owner should thcrs be careful 
to distinguish those activities associ- 
ated with profit from those associated 
with personal pleasure in his or her 
record-keeping and tax reporting. Aclear 
business or investment purpose must 
exist for each tax deduction taken. Ad- 
equate records should be kept as proof. 

Types of Taxpayers 
The two basic types of taxpayers are 

individual and corporate. Either can be 
involved as an investor or as a business 
or both. An individual engaged in a 
business as a sole proprietor reports all 
income except capital gains, and all 
expenses, on either Schedule C or 
Schedule F of Form 1040. The net in- 
come (or loss) from these forms is trans- 
ferred to the front page of Form 1040 for 
inclusion in gross income. A sole propri- 
etor investor reports income in various 
places depending on its nature, and 
expenses on Schedule A of Form 1040. 

Both business and investment income 
realized by an individ~ral taxpayer from 
timber sales is virtually always a capital 
gain. Thus, unless the woodland is pro- 
ducing non-timber income as well- 
such as from hunting leases-the Sched- 
ule C or Schedule F will most likely 
always show a loss. The profit (capital 
gain) will be reported on Schedule D by 
an investor, and on both Form 4797 and 
Schedule D by a business. Hunting 
lease income and other fees received 
for using the land are always ordinary 
income, whether associated with a busi- 
ness or an investment. 

Partnerships 
Although partnerships file tax returns, 

they are information returns only. Part- 
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nerships themselves, except in rare cir- 
cumstances, do not pay taxes. The infor- 
maiion returns report the income and 
other tax items associated with the part- 
nership for the year and how these items 
were distributed (passed through) to the 
individual partners. Each partner then 
reports the tax items passed through on 
his or her individual tax return. 

Joint ownership of property does not 
necessarily create a partnership for tax 
purposes. A partnership for tax pur- 
poses exists if two or more persons or 
other legal entities join together to carry 
on a business or investment, with each 
contributing to the venture and each 
expecting to share in the profits and 
losses. A woodland ownership may be 
a partnership if its operations are treated 
as such under the law of the state where 
the property is located. 

Corporations 
A corporation 1s a separate legal en- 

t~ ty  that has most of the rights of an 
lndividual It IS owned by ~ t s  sharehold- 
ers and IS governed by a board of direc- 
tors elected by the shareholders A ma- 
jor tax dlsadvantage IS that earnlngs are 
taxed at the corporate level when earned 
and again at the shareholder level when 
recelved as d~v~dends 

Another d~sadvantage is that corpo- 
rate long-term cap~tal galns may be 

taxed as high as 35 percent in contrast 
to a 15 percent maximum for most 
noncorporate capital gains. Also, tim- 
ber held by a corporation never re- 
ceives a stepped-up basis because 
corporate stock shares are inherited at 
the death of a shareholder, not the un- 
derlying timber assets. 

Certain corporations, however, may 
elect to be taxed as partnerships. Taxa- 
tion at the corporate level is thus elimi- 
nated, and long-term capital gains are 
taxed at the lower noncorporate levels. 
Corporations making this election are 
referred to as Subchapter S corpora- 
tions. Those not making the election are 
called C corporations. 

Limited Liability Companies 
A relatively recent hybrid organiza- 

tional structure called a limited liability 
company (LLC) is now permitted in all 
states. It combines the corporate benefit 
of limited liability for the owners with a 
partnership's advantage of pass- 
through income tax treatment. To take 
advantage of the latter benefit, an LLC 
must elect to be classed as a partner- 
ship for tax purposes; most LLCs make 
the election. 

Reporting Pass-Through Tax Items 
Individual taxpayers generally report 

their portion of pass-through partner- 

ship and Subchapter S corporation in- 
come (or loss) on Schedule E of Form 
1040. In certain cases, some pass- 
through items are reported elsewhere. 
Net income (or loss) from Schedule E is 
then transferred to the front page of 
Form 1040 for inclusion in the taxpayer's 
gross income. 

The Special Case of 
Estates and Trusts 

Estates and trusts represent a special 
case. They may or may not pay income 
tax as separate taxable entities, de- 
pending on the particular circumstances 
involved. However, if income is earned 
or received by either an estate or a trust, 
a so-called fiduciary tax return must be 
filed by the executor of the estate or by 
the trustee of the trust. The current rate 
structure for income retained by estates 
and trusts, with its very low thresholdsfor 
the higher income tax brackets, encour- 
ages passing income through rather 
than retaining it. For more information, 
see IRS Publications 448, Federal Es- 
tate and Gifi Taxes, and 559, Tax Infor- 
mation for Survivors, Executors and Ad- 
ministrators. 

Structuring Woodland Activities 
It is important for woodland owners to 

consider their ownership and financial 
goals, the size of the property, and per- 
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haps other factors before deciding which 
organizational structure is best for them, 
and what income tax strategy will be 
followed. Once these decisions have 
been made, they should be the guide for 
a consistent approach to record keep- 
ing, tax reporting and management de- 
cisions unless circumstances change. 

How woodland activities are classi- 
fied generally is dictated by their scope 
and nature. If the acreage owned is 
small, and income is not a consider- 
ation, the owner may wish to treat it as 
personal use property. If there are occa- 
sional income producing activities, but 
the woodland is relatively small, the 
investment category may be the correct 
choice. On the other hand, if the hold- 
ings generate fairly regular income, the 
activities may rise to the level of a busi- 
ness. In that case, an evaluation should 
be made as to which organizational 
structure would be best for the owner's 
particular objectives. 

Conclusion 
There are tax advantages and disad- 

vantages associated with both the in- 
vestment and the business categories. 
While these are important, tax consider- 
ations usually should not be the only 
factors that determine the choice. Mak- 
ing the decision should be done only 
after careful consultation with legal, fi- 
nancial and forestry advisors as appro- 
priate. 

William -C.- Siegel is an attorney and 
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izing in timber tax law and forestry 
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Law and Economics Research with 
the Southern Forest Experiment Sta- 
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directed to him at: 9110 Hermitage 
Place, River Ridge, LA701 23; tel. (504) 
737-0583. 'P 
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