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Woodland owners who receive a
cost-share payment from a federal or
state government program generally
must report the payment as part of
their gross income. However, under the
provisions of Section 126 of the Internal
Revenue Code, the recipients can then
choose to exclude from their income all
or part of such payments that meet two
requirements.

The first requirement is that the
Secretary of Agriculture must have de-
termined that the payment is primarily
for the purpose of conserving soil and
waterresources, protecting or restoring
the environment, improving forests or
providing a habitat for wildlife.

The second requirement is that the
Secretary of the Treasury must have
determined that the payment does
not substantially increase the annual
income derived from the property.

Qualifying Payments

For the most part, only cost-share
payments made to assistin establishing
or reestablishing trees can qualify for ex-
clusion fromincome under Section 126.
Payments for timber stand improvement
practices orother silvicultural treatments
mustnearly always be includedin gross
income. However, those woodland
owners who are engaged in timber
growing for profit can then deduct such
expenses. The Stewardship Incentives
Program (SIP) is an exception to this
general rule. Under Revenue Ruling
94-27, all SIP cost-share payments
—whether for tree planting or other
practices—qualify for exclusion from
income.

Many state and federal programs
meet the requirements for exclusion.
Federal programs include, but are not
necessarily limited to: the Stewardship
Incentives Program (SIP); the Wetlands
Reserve Program (WRP); the Wildlife
Habitat Incentives Program (WHIP); the
Forest Land Enhancement Program
(FLEP); and the Conservation Reserve
Program (CRP). State programs ap-
proved for exclusion include, but are
not necessarily limited to: the California
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Forest Improvement Program; lllinois
Forestry Development Program; Loui-
siana Forestry Productivity Program;
Mississippi Forest Resource Develop-
ment Program; North Carolina Forest
Development Program; South Carolina
Forest Renewal Program; and Virginia
Reforestation of Timberlands Act Pro-
gram.

If you are uncertain whether pay-
ments from a particular federal program
qualify for exclusion or not, a check
can be made with the IRS, the nearest
Natural Resources Conservation Ser-
vice (NRCS) office or the Farm Service
Administration (FSA) office at your U.S.
Department of Agriculture Center. For
the status of a state program, contact
the state forestry agency.

CRP Payments

The regulations for Section 126
specify that government payments that
areinthe nature of rentor compensation
for services cannot qualify for exclusion
from gross income. For this reason,
annual fand rental payments under
the Conservation Reserve Program
(CRP) do not qualify. CRP cost-share
payments, however, have qualified for
exclusion since 2003.

Options For Reporting

There are two options for reporting
a cost-share payment that qualifies for
exclusion from gross income for federal
income tax purposes. The first choice is
exclusion of all or part of the payment
from gross income. The second is to
include the payment in gross income,
even if all or part of it qualifies for ex-
clusion. Including a payment in gross
income may provide a tax benefitin a
few situations.

The exclusion is available to the in-
dividual or legal entity that receives the
cost-share payment. The affected prop-
erty may be either leased or owned.

Determining the
Excludable Amount

The maximum amount of a cost-
share payment that can be excluded

William C. Siegel, J.D.

of Government Cost-Share Payments

from gross income is “the present fair
market value of the right to receive an-
nual income from the affected acreage
of the greater of two amounts: either
10 percent of the prior average annual
income from the affected acreage or
$2.50 times the number of affected
acres. This is the test that the Treasury
Department developed to determine
whether a cost-share payment sub-
stantially increases the annual income
derived from the property. “Prior aver-
age annual income” is defined as the
average of the gross receipts from the
affected acres for the three tax years
preceding the year in which a practice
was commenced for which cost-share
assistance was received.

The regulations do not spell out how
to calculate the “present fair market
value of the right to receive annual in-
come”. However, the accepted method
of determining the present value of a
stream of annual payments is to divide
the amount of the payment by an ap-
propriate interest rate.

The regulations are also silent as
to the what is an appropriate rate of
interest.Nevertheless, usingthe current
Farm Credit Bank interest rate for this
purpose has been informally accepted
by the IRS.

The Calculation Procedure
The excludable amountof a qualifying

cost-share payment can be determined

by using a four-step procedure as fol-
lows:

1. Calculate 10 percent of the aver-
age annual income from the af-
fected acreage during the past three
years.

2. Muttiply $2.50 times the number of
affected acres.

3. Determine the present value of the
larger of the two numbers above.

4. Comparethe numberfrom step 3with
the cost-share payment. The smaller
of the two is the amount that can be
excluded from gross income.

The following examples illustrate cal-
culation of the excludable amount, with
and without income from the affected
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property during the prior three years.

Example 1
Last year Mr. Smith harvested

40 acres and received $49,500 for
the timber, his only income from the
property for many years. This year Mr.
Smith reforested the acreage at a total
cost of $6,000 and received a $3,900
cost-share payment. Using the current
Farm Credit Bank interest rate for his
Farm Credit District of 6.59 percent,
how much of the cost-share payment
can Mr. Smith exclude from his 2005
gross income?

Step 1: 0.10 x (349,500 / 3) = $1,650
Step 2: $2.50 x 40 = $100.00

Step 3. $1,650 from step 1 is the
larger number; $1,650 / .0659
= $25,037.94

Step 4: $25,037.94is muchlargerthan
$3,900

Mr. Smith can therefore exclude the
entire cost-share payment from his
gross income.

Example 2

Suppose Mr. Smith had made his
timbersalein 2001 and had no additional
income from the property after thatyear.
How much of the $3,900 cost-share
payment can he exclude from this 2005
gross income?

Step 1: 0.10x0=0

Step 2: $2.50 x 40 = $100.00

Step 3: $100.00/ .0659 = $1,517.45
Step 4: $1,517.45 is less than $3,900

Mr. Smith can therefore exclude only
$1,517.450fthe $3,900 cost-share pay-
ment from his 2005 gross income.

How to Report on the Tax Return
Ifa conservation cost-share payment
from a federal or state government
program is received, the recipient can
expect to be sent a Form 1099-G (in-
formation return) for the amount of the
payment. A copy is also sent to the IRS.
Therefore, evenifall or some of the pay-
ment is excluded from gross income, it
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still must be reported. This is done by
attaching a plain sheet of paper to the
tax return that shows the amount of the
payment, the date it was received, the
part of the payment that qualifies for
exclusionfrom gross income, the details
of how that amount was determined,
and the amount actually excluded.

Including Cost-Share Payments
In Gross Income
The amount of a cost-share payment

that the recipient chooses oris required
to include in his (her) gross income is
reported as ordinary income on the
tax return. Woodland owners who file
as investors should enter the amount
as “miscellaneous income” on the first
page of Form 1040. Those who file as
a sole proprietor of a business should
use Schedule C of Form 1040 and
those who file as a farmer should use
Schedule F of Form 1040. Cost-share
payments included in gross income
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i
Welcome to a new “21st Century Feature” from NWOA. This report will come
to you quarterly, and we hope you believe, as we do, that the taxation of
your timber/timberland is of the highest consequence. We look forward to
bringing you the latest quarterly federal timber tax information.

Death Tax: U.S. Representative Kenny Hulshof (R-MO) and U.S. Representative
Robert “Bud” Cramer (D-AL) have introduced H.R. 8, the Death Tax Repeal Per-
manency Act of 2005. Senator Jon Kyl (R-AZ) is said to be introducing companion
legislation in the U.S. Senate. The Forest Landowners Tax Council has endorsed
permanent repeal of the death tax. Over 100 Members of Congress are original co-
sponsors of H.R. 8. As a result of the Economic Growth and Tax Relief Reconciliation
Act of 2001, the federal Death Tax gradually phases-out between now and 2010.
If Congress fails to act, the Death Tax will fully return in 2011. Absent the certainty
that comes with permanent repeal, taxpayers will be forced to continue taking the
inefficient and counterproductive steps required to minimize the devastating impact
of the death tax. Congressman Hulshof, the lead sponsor of H.R. 8, serves on the
House Ways and Means Committee. Senator Kyl serves on the Senate Finance
Committee. The Ways and Means and Finance Committees have sole jurisdiction
over tax issues in their respective chambers.

in addition, U.S. Representative Christopher Cox (R-CA) has introduced H.R. 64, the
Family Heritage Preservation Act. The bill repeals the federal tax on estates, gifts,
and generation-skipping transfers with an effective date of December 31, 2004.

Income Averaging: The FLTC board of directors will soon review a draft position
statement on the reinstatement of income averaging for non-industrial private forest
landowners; this in preparation for the crafting of legislative language that will be
introduced in Congress, this year.

For most taxpayers, the option to use income averaging to compensate for unusual
or unexpected income during a particular year expired with the 1986 Tax Reform
Act. Income averaging permitted taxpayers to avoid being put in a high tax bracket
during the year the large amount of income was received. However, farmers and
fishermen are an exception to the rule. Section 1301 of the Internal Revenue Code,
as amended several times over the years, permits these two categories of taxpayers
to elect to average farming and fishing income over three years. Timber owners (tree
farmers) are excluded from the definition of “farming.” However, non-industrial timber
owners, who for the most part only realize timber sale income on a sporadic basis,
are as deserving of the option to income average as are farmers and fishermen.

Frank Stewart is the executive director of the Forest Landowners Tax Council
(FLTC), whichis anindependent non-profit organization dedicated to providing
an effective and unified voice for non-industrial, private forest landowners on
federal tax issues. The Council seeks to provide technical research to identify
opportunities for timber tax improvements. FLTC is also a source of education
for those who wish to learn more about timber and timberland taxation, as
well as the business aspects of forestry. Membership is open nationwide. Visit
the official website at “http://www.FLTC.net” or contact Stewart directly via
email: DirectoriaFLTC.net, tel: 703-549-0747, fax: 703-549-1579.
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are subject to state and federal income
taxes. They may also be subject to the
self-employment tax. Self-employment
income generally includes all items of
business income, including conserva-
tion cost-share payments from govern-
ment programs.

To the extent that a cost-share pay-
ment for planting trees for the commer-
cial production of timber is included in
gross income, it qualifies for the refor-
estation deduction and amortization.
The new rules governing the tax treat-
ment of reforestation expenditures was
discussed in the last issue of National
Woodlands.

Recapture Provisions

Recapture provisions apply if trees
established using an excluded cost-
share payment are disposed of within
20 years. During the first 10 years, the
recapture amount is the lesser of the
amount of gain from the disposal or
the amount of the cost-share payment
excluded. This base amount is reduced
by 10 percent for each year or portion
of a year the trees are held after year
10, until it is eliminated during year 20.
Report a recapture amount as ordinary
income on Form 4797; start on Part |l
of the form if the trees were held for a
year or less and on Part Il if the trees
were held for more than a year.

Conclusion

Woodland owners who receive gov-
ernment cost-share payments some-
times neglect to exclude the allowable
portion from their income. One of the
reasons for this is because they have
gotten a Form 1099-G, they believe the
entire amount is taxable. The fact is, as
discussed above, that at least part of
every qualifying cost-share payment
will be excludable. And, if there was
substantial income from the property
during the previous three years, all of
the payment can be excluded.

William C. Siegel is an attorney and
consultantin private practice special-
izing in timber tax law and forestry
estate planning. He is retired from
the US Forest Service where he
served as Project Leader for For-
est Resource Law and Economics
Research with the Southern Forest
Experiment Station, where he still
serves as a volunteer. He provides
this column as a regular service to
National Woodlands readers. Mr.
Siegel welcomes comments and
questions. They may be directed to
him at: 9110 Hermitage Place, River
Ridge, LA70123; tel. (504) 737-0583,
email: wesieg@aol.com.
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On the Cover: After a long, cold winter the Northern Forest springs back
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