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Alabama Forest Owners’ Association

Forest Taxation Workshop /

Cheaha State Park, Alabama
April 22, 2009

Instructors

Dr. Linda Wang, Forest Taxation Specialist, USDA Forest Service
Dr. John L. Greene, Forest Economist, Southern Research Station, USDA Forest Service

AGENDA
REGISTRATION
Welcome and Introduction Lee Laechelt
Timber and Tax Overview — TAB 1 Linda Wang
Basis, Capital Accounts & Record-keeping — TAB 2 John Greene
BREAK
Passive Loss Rules — TAB 3 Linda Wang
LUNCH

Questions from the Morning Session

Cost-share and Conservation Payments — TAB 4 Linda Wang
Reforestation Incentives — TAB 5 John Greene
BREAK

Timber Sales & Income — TAB 6 John Greene
Involuntary Conversions — TAB 7 John Greene

Additional Questions /Other Tax Strategies
Adjourn to Wine & Cheese Reception at Bald Rock Lodge

Please thank workshop sponsor: Sizemore & Sizemore, Inc.



Timber and Tax
Overview

Dr. Linda Wang
Forest Taxation Specialist
USDA Forest Service

The Tax System: In a Formula

Total Income
- Adjustment

Adjusted Gross Income (AGI)
- Itemized Deduction/Standard Deduction
- Personal Exemption

Taxable Income Characteristics of Income
x Tax Rate

Taxes

+ Other Taxes
- Tax Credit / Payment

Taxes Due / Refund

Itemized Deduction: 2% AGI Reduction

Miscellaneous ID — 2% x AGI = Deduction Allowed

Tax Return Fee: $500
Investment Counsel Fee: $300
Your Total Expenses: $800

If Your AGl is $25,000: You can only deduct $300
If Your AGI is $40,000 or more: You can deduct $0

Itemized Deduction: 3% Reduction Rule

Certain ID — 3% x (AGI - $145,950) = Deduction
Allowed

v" ID that are subject to the 3% reduction rule:
= Property taxes
= Home mortgage interests
= Charitable donations and
= Miscellaneous expenses




Diameter at Breast Height (DBH) General Standard for Merchantable
Southern Forest Products
DBH
Pulpwood 47-9.4"
4 Y5 feet Small Sawtimber 95"-11.4"
l Diameter Sawtimber 11.5"+
5 6
Timber Volume Sources for Historical Timber Prices
Unit
< Timber Mart South
Pulpwood Ton or Cord
P < Forest2Market
Small Sawtimber Ton or Cord % Consultant’s Data or Company Data

Sawtimber Ton or MBF




Brand New Tax Laws in 2007

Tax relief for business
+* In May 2007, the first major tax law was enacted

+» Timber business owners may write off
$125,000 for new equipment

+» Mom and pop timber business have the
option not being taxed as partnership

Brand New Tax Laws for 2008
The Economic Stimulus Act of 2008

New equipment cost deduction
+¢ First year expensing

+¢» Bonus Depreciation

10

Brand New Tax Laws for 2008

The Economic Stimulus Act of 2008

+¢ First year expensing
+»+ $250,000 first year expensing is allowed

+» applies to properties purchased and
placed in service in 2008

11

Brand New Tax Laws for 2008
The Economic Stimulus Act of 2008

*¢*Bonus Depreciation

“ Amount: 50% of the adjusted basis of
property

+« Applies to properties purchased and
placed in service in 2008

12




Reference Materials

Forest Landowners’ Guide to Federal Income Tax

National Timber Tax Website: www.timbertax.org

State Agency and Extension Websites

J.K. Lasser’s Your Income Tax

IRS Publication 17: Your Federal Income Tax

13

Forest Landowner’s Guide to

the Federal Income Tax
Ag. Handbook 718

The best link is at the National Timber Tax website:

http://Iwww.timbertax.org/publications/aghandbook/
aghandbook.asp

14




Basis, Capital Accounts,
and Record-keeping

0
Ag. Handbook 718, pages 21-26, 111-112

Updated for Revenue Ruling 2004-62

What Basis Is

» A capital investment in income-producing
property

» The law usually requires that basis be
capitalized — held in a capital account — until
the property is sold

What Basis is Not

» Operating expenses and carrying charges:
v'Consultant fees v'Prescribed burning
v'Labor costs v'Timber stand improvem’t
v'Travel expenses* v'Protection
v'Property taxes v'"Precommercial thinning

v'Interest* v'Post-estab. fertilization
(Rev. Rul. 2004-62)

*Related to the income potential of the tract.

What Basis is Not

» As long as you are engaging in timber-growing
for profit, operating costs and carrying charges
can be deducted in the year they occur

Timber qualifies as long as it produces income or
appreciates in value in at least 3 of 5 years (page
39)

» Carrying charges also can be capitalized in years
your tract produces no income, but it usually is
more beneficial to deduct them




What Else Basis is Not

» Costs associated with the sale of timber or
forestland:

v'Timber cruising
v'Advertising
v'Sale administration
» Deduct them directly from the sale proceeds

Original Basis

» Depends on how you acquired the property:
v'Purchase — Your total cost of acquisition

Not just its purchase price and not its fair
market value

v'Inheritance — Property’s fair market value
on the date the decedent died OR the
alternate valuation date (earlier of 6 months
after death or date any estate asset is sold)

Usually results in a “step-up” in basis

Original Basis

v Gift — Lower of donor’s basis or property’s
fair market value (no “step-up” in basis)

For gifts made after 1976, add the portion of
any gift tax paid due to the difference
between the donor’s basis and the property’s
fair market value

(For gifts made before 1977, add any gift tax
paid)

Original Basis

» Ideally, determine original basis immediately
after you acquire timber or forestland

v'If you postpone process for several years,
you may need the help of a forester to
determine the trees’ original volume and
value @

» Allocate original basis proportionately among
your capital accounts — for example, Land
Account, Timber Account




Adjusted Basis

» Adjust capital account balances to reflect
changes in your capital investment:

v'Up by the amount of new purchases or
investments

v'Down as you recover your investment

» Adjusted basis — The balance left in a capital
account after one or more changes have been
made to the original basis

Recovering Basis

» Use different ways for different types of assets:

v'Deductions when property is partially or
completely sold

v'Depletion deductions as property is used up

v'Depreciation deductions over the property’s
useful life

v'Amortization of capitalized expenses

10

Capital Accounts

» Land Account

» Timber Account

» Depreciable Improvement Account
» Equipment Account

» Building Account

Will describe what goes into each type of
account and how to recover your basis

11

Land Account

» What goes in:

v'Portion of original basis attributable to the
value of the land itself

v'Original basis of new purchases

v'Cost of non-depreciable improvements — for
example, roadbeds of permanent roads, land
leveling

v'According to IRS, cost of defending title

12




Land Account

» How to recover your basis:

v'The only way to recover the basis in your
Land Account is to sell or dispose of the land

13

Timber Account

» You need to keep separate subaccounts for:
v'Merchantable Timber

v'Young Growth — Naturally seeded trees of
premerchantable size

v'Plantation — Artificially planted or seeded
trees of premerchantable size

14

Timber Account

» Further divisions — by tract, stand, species
group, etc. — are fine if they help you manage
v'It does makes filling out tax forms a little
more complicated, and

v'And in the event of an involuntary
conversion, it may prevent you from getting
the largest possible deduction

15

Timber Account

» What goes in (timber basis has two parts):

v'Value (cost) part — Portion of original basis
attributable to the value of the timber,
whether merchantable or premerchantable

v'Volume part — Timber volume at the time of
acquisition
Merchantable timber in standard units
Premerchantable timber in acres

16




Timber Account

» Increase timber basis by the value, volume of:
v'"New purchases of forestland or timber
v'Costs of timber establishment:

Site preparation — including practices to
encourage natural regeneration

Planting or seeding — including the cost of
hired labor and forester’s fee or salary,

Replanting or reseeding after mortality

17

Timber Account

» IRS holds costs of timber establishment
include:

v'Brush and weed control essential to the
survival of a plantation — Test (from Rev.
Rul. 66-18): whether done in first 2 years
after planting; non-essential control can be
expensed

18

Timber Account

v"Weed and hardwood control essential to the
survival of a natural stand — Test (from Rev.
Rul. 76-290): whether done to ensure
survival; if done to increase vigor, speed
growth can be expensed

19

Timber Account

» As your timber grows:

v'Transfer the value and volume basis in your
Young Growth or Plantation Subaccount to
your Merchantable Timber Subaccount as it
becomes merchantable

v'Also update the volume basis in your
Merchantable Timber Subaccount for
growth and ingrowth, if your utilization ...

20




Timber Account

... standards improve, or if you change your
unit of measure

» Update annually if your tract is large or you
have frequent transactions

v'At a minimum, you need to update in years
you sell or dispose of timber

21

Timber Account

» How to recover your basis:

v'Take a depletion deduction when you sell or
convert timber

Determine the depletion unit:

Adjusted Basis + Pre-harvest volume
Multiply by the number of units harvested:
Depletion Unit x Number of Units Harvested

22

Timber Account

You cannot take a depletion deduction for
trees you cut for personal use — for example,
for firewood or barn poles

v'Deduct or amortize reforestation expenses

23

Depreciable Improvement Account

» What goes in:

v'Portion of original basis attributable to the
value of depreciable improvements to the
land - for example, bridges, culverts, fences,
temporary roads, and the surfaces of
permanent roads

v'New investments

» Recover your basis by depreciation deductions

24




Equipment Account

» What goes in:

v'Keep a separate subaccount with the portion
of original basis attributable to each piece of
equipment with a life expectancy of over 1
year — for example, chainsaws, trucks,
planting machines

v'New purchases
» Recover your basis by depreciation deductions

25

Building Account

» What goes in:

v'Keep a separate subaccount with the portion
of original basis attributable to each
structure

v'New structures
» Recover your basis by depreciation deductions

26

Allocating Basis

» All costs of acquisition must be allocated
proportionately among your capital accounts

v'Not all put into one account and not
deducted as an expense

» Report original basis on Form T, Part |
» Report reforestation on Form T, Part IV

» Report adjustments to your timber basis on
Form T, Part 1l

27

EXAMPLE: Six years ago you bought 40 acres of
forestland for $50,000. A cruise you had done to
help determine how much to offer showed that
the tract consisted of two 20-acre loblolly pine
plantations. One had 72 MBF of sawtimber,
worth $19,800, and 560 cords of pulpwood, worth
$14,000. The other stand was premerchantable,
but you valued the trees at $300 per acre. The
fair market value of the land itself was $14,000.
In addition you paid $800 for a boundary survey,
$300 for a title search, and $800 for the cruise.
Allocate the original basis among your capital
accounts and reportiton Form T, Part I.

28




Solution

v'Cost of acquisition:
$50,000 + $800 + $300 + $800 = $51,900
v'Fair market value:
$19,800 + $14,000 + $6,000 + $14,000 = $53,800
v'The cost of acquisition and fair market value
are not equal, so you must allocate the

original basis proportionately among your
capital accounts

29

Solution

Solution
Capital Proportion of Original
Account FMV Basis
Land........ 26.02% $13,504
Sawtimber . . . 36.80% $19,100
Pulpwood . . .. 26.02% $13,504
Plantation . . . . 11.16% $ 5,792

100.0% $51,900

31

Asset Fair Market  Proportion of
Value (FMV) FMV

Land........ $14,000 26.02%
Sawtimber . . . $19,800 36.80%
Pulpwood . . .. $14,000 26.02%
Plantation . . .. $ 6,000 11.16%
$53,800 100.0%

2

Form T, Part |

32




EXAMPLE: By the end of the past year, the
younger plantation has become merchantable
and carries 200 cords of pulpwood. The older
plantation also has grown, and now carries 112
MBF of sawtimber and 390 cords of pulpwood.
Adjust the basis in you Plantation and
Merchantable Sawtimber subaccounts and
report the changes using Form T, Part II.

33

Solution

» Plantation Subaccount —
v'Subtract value basis:
$5,792 -$5,792=0
v'Subtract volume basis:
20 acres—20 acres=0

34

Solution

» Merchantable Timber Subaccount —

v'Add value basis from Plantation
Subaccount:

$32,604 Original basis

+ 5,792 From Plantation Subaccount
$38,396 Adjusted basis

35

Solution

v'Update pulpwood volume basis:

560 cords Original basis
+ 200 cords From Plantation Subacc’t
— 170 cords Grew into sawtimber

590 cords Adjusted basis
v'Update sawtimber volume basis:
72 MBF Original basis
+ 40 MBE From pulpwood
112 MBF Adjusted basis

36




Form T, Part 11

37

Recordkeeping for Tax Purposes

» Need to keep accurate, complete
documentation, in order to support all entries
on your tax forms, including:

v'Written plan v'Receipts
v'Maps v'Canceled checks
v'Contracts v'"Mileage records
v'Invoices vEtc., etc., etc.

38

Recordkeeping for Tax Purposes

» Keep a copy of your tax returns indefinitely

» Keep records that support current deductions
for 6 years beyond the date the return was due

» Keep records that support capital accounts for
6 years beyond the period of ownership

39

Recordkeeping Methods

» Shoebox method: Routinely and systematically
file records in folders, envelopes, shoeboxes
labeled for each necessary tax category

» Tree farm journal: Business diary showing
details of business transactions and time spent
doing activities; should sort entries by category

» Tree farm journal with accounts: Business diary
with dollar amounts posted to ledgers; uses
double-entry bookkeeping

40

10



Accounting Methods

» Can adopt the accounting method that provides
the most favorable tax treatment, as long as it
“clearly reflects” your income

v'Cash method: Deduct expenses when paid,
report income when received or constructively
received — used by most farm, forest owners

v'Accrual method: Deduct expenses when
incurred, report income when earned — used
by large firms, incorporated tree farms

41

Tax Forms: Form T, Part |
Form T, Part Il

42

11



Tax Forms and Examples

Basis, Capital Accounts and
Record-keeping



EXAMPLE 1: Six years ago you bought 40 acres of forestland for $50,000. A cruise you had done
to help determine how much to offer showed that the tract consisted of two 20-acre loblolly pine
plantations. One had 72 MBF of sawtimber, worth $19,800, and 560 cords of pulpwood, worth
$14,000. The other stand was premerchantable, but you valued the trees at $300 per acre. The fair
market value of the land itself was $14,000. In addition you paid $800 for a boundary survey, $300
for a title search, and $800 for the cruise. Allocate the original basis among your capital accounts
and report it on Form T, Part I.

a. Total cost of acquisition is: $50,000 + $800 + $300 + $800 = $51,900
b. FMV of the forestland is $19,800 + $14,000 + $6,000 + $14,000 = $53,800

c. Allocation of original basis:

Fair Market Proportion of Original

Capital Account Value (FMV) Total FMV Basis
Land AcCouNt.........ccevvevveieieieiciene, $ 14,000 0.2602 13,504
SaWLIMDEr ......coveiveiiicceeeeee 19,800 0.3680 19,100
PUIpWOOd .......covcvercieeceeeceee 14,000 0.2602 13,504
Plantation Subaccount ..............cccce.e. 6,000 0.1116 5,792
Total.cooceeee $ 53,800 1.0000 $51,900

d. Form T, Part |



rem T (TimMber) Forest Activities Schedule

OME Mo. 1545-0007

{Rev. December 2005) P Attach to your tax return. P See separate instructions.
Attachment

Pepartment of the Tresaury Fortax yearending L 20 . Sequence No. 117
Mame(s) as shown on return Identifying numbear

(Your Name) SSN | NNN-NN-NNNN

Acquisitions

1 Name of block and title of account
(Your Name) Timber Account

2 Location of property (by legal subdivisions or map surveys)
(Legal description)

3a Name and address of seller or persen from whom property was acquired b Date acquirad
(SE”EI"S name and address] MM/DDIYY

4  Amount paid:a Incash . . . e e e e e e e e e e e e e 50,000

b Ininterest-bearingnotes. . . . . . . . . . . . . L. ... L .. -
¢ In non-interest-bearing notes . . . . . . . . . . . . . . . . . . -

5a Amount of other consideration . . . . . . . . . . . . . . . . . .. . . .. -
b Explain the nature of other consideration and how you determined the amount shown on line 5a.

6 Llegalexpenses . ., . . . . . . . . . . .

300
7 Cruising, surveying, and other acquisition expenses |
1,600
8 Total cost or other basis of property. Add lines 4a through 7 .
51,200
9 Allocation of total cost or other basis on books: Unit Number of units g;’;;"l': othet Total cost or other basis
a Forestedland , . . . . . . . _ . . Acre 40 337.60 / Acre 13,504
b Otherunimprovedland. . . . . . . . Acre -
¢ Improved land (describe) » . ___ .
Acre
d Merchantable timber. Estimate the quantity ;DE[;I 5720 2?51'1213';{';0; 1::2:
of merchantable timber present on the - =
acguisition date (see Regulations section -
1.611-3(g)). Details of the timber estimate, -
made for purposes of the acquisition, should -
be available if your return is examined. 3
) . Acre 20 289.80 / Acre 5,792
e Premearchantable timber. Make an allocation )
here only if it is a factor in the total cost or
value of the land. -
t Improvements (list separately)
9 Mineralrights . . . . . . . . . . . -
h Total cost or other basis (same amount as line 8). Add lines 9athrough9g . . . . . . . . 51,900

For Paperwork Reduction Act Notice, see separate instructions. Cat. No. 167T17G Form T (Timber) gev. 12-2005)



EXAMPLE 2: By the end of the past year, the younger plantation has become merchantable and
carries 200 cords of pulpwood. The older plantation also has grown, and now carries 112 MBF of
sawtimber and 390 cords of pulpwood. Adjust the basis in you Plantation and Merchantable
Sawtimber subaccounts and report the changes using Form T, Part 11.

a. Plantation Subaccount:

1) Subtract out value (cost) basis: $ 5,792 Original basis
—5,792 To Merchantable Timber Subaccount

$ 0 Adjusted basis

2) Subtract out volume basis: 20 Ac Original basis

— 20 Ac To Merchantable Timber Subaccount
0 Ac Adjusted basis

b. Merchantable Timber Subaccount:

1) Add value (cost) basis from $ 32,604 Original basis
Plantation Subaccount: + 5,792 From Plantation Subaccount

$ 38,396 Adjusted basis

2) Update pulpwood volume basis: 560 Cd Original basis
+200 Cd From Plantation Subaccount
—170 Cd Grew into sawtimber
590 Cd Adjusted basis

3) Update sawtimber volume basis: 72 MBF Original basis
+40 MBE Grew out of pulpwood
112 MBF Adjusted basis

4) Form T, Part Il



Form T (Timbser) Few 2- 2005
XA Timber Depletion (zec instuctions]
Marme of block and titls of acecunt & [Your Name) Merchantabis Timber Subaccount: Update quantity basis far
growth and ingrowth; transfer basis from Plantation Subaccount to Merchantable Timber Subaccount

1

Foje 2

If youn sxpreas timbsr quantity i thousand board fest (MEF),
kg szale, rame the kg rule uess, If arcther unit of measurs s
ussd, provide details = Dovle e

2 Eatimate quarntity of timbsrard cost or other basis ratumablathrnugh daplatr:-n 550 cd, 72 MEBF 32,604
at 2 of the preceding tax year |
3 Increass or decrease of quantty of imber required sy weay of comaction |
N ) 5 ) - 170 cd, + 40 MEF
da Addition for growth (nuriker of years coverad = ____ 7] .
. + 00 cd + 5, fid
b Transfars from pramerchentalls timbsar aceournt
¢ Transfars fom deferred reforestation aceount |
5 Timbksr accuired during tes yesr
& Addition to capital during tax ysear |
590 cd, 112 MEF 38,396
T Total at e of tew year, before deplstion, Add lines 2 through & .
B Unit mbs rstumable through cdeplstion, or basis of saks or besss, Divide Ina 7 20.08/cd, 237030
calumn b, by line 7, column i) e e e
G  Quartty of timbsr cut during tee ywar
16 Deplstion for the cumsnt ta ysar. Multiply lins 8 by lineg |
11 Quantity of ganding fimbsr sold or othereize disposad of during tes year,
12 Allowalds as besie of sale. Multiphy line 8 by line 11
13 Quanity of standing imbsr loat by ire or other cause during taw year |
14 Allveable basis of kas plus any swses amount whers decrsass in FMV befors
arel afta the casualty) swessds the standard dq:-lamn:un armcunt, kot not the
blezk basis (see netmuctions) . .
15 Total reductions curing tax ysar:
a hnocobmn ia), add linss &, 11, ard 12
b Incalumn b, scdd lires 10, 12, arcd 14
16 Met quantity and wlue a end of tax yeer |I'|GD|LII'|1I'|IEI aul:-tm:t Ilna 15& fmrn . an o
lins 7. In ecdurnn ), subtract line 15k Fom line 7 o oM e, T2 Nar 5,380
1T Quantity of cut imbsar thet wee =sold a2 logs or ather rough products |
18 Section 631(a):
a Ara you alacting, or have you made an alaction in a prior tax year that is in effect, to report gaine or
logsas from the cutting of timbar und er gection 631ia)? (sse instructions) | . O Yes O Mo
b Are you revoking your ssction 631(a) election (ses instructions)? | O es O Mo

" Effective dats I-

Form T (Timbar) mew 12200



Passive Loss Rules

Agriculture Handbook 718,
pages 40-43

4/15/2009

Structure of Ownerships Are
Important

The tax rules for deducting expenses will vary
largely depending on:

+* the different ownership types and
¢ the nature of the expense

The Three Categories

1. Personal Use: Property owned for personal
enjoyment, vs. for profit

2. Investment: Timber held for the production
of income but is not part of a trade or
business.

3. Business: Timber held for production of
income; management activities are more
regular and intensive

Timber Business Ownerships

1. Active Business: Timber held as part
of a trade or business in which you
“materially participate”

2. Passive Business: Timber held as a
part of a trade or business in
which you do not “materially
participate”




Purpose

< The purpose of the passive loss rules is to
restrict taxpayers from using losses from
largely passive ventures solely to offset
taxable income from active activities.

<+ Generally Loss from passive business can
only offset passive income (with exceptions)

Remember...

m The passive loss rules apply to activities
carried out as a business, not to those
carried out as an investment.

Which Classification Applies?

m If your timber ownership is a “trade or
business” it is subject to the passive loss rules.

m You must determine which of two

classifications apply to you and your forest
property.

Timber Held As a Part of a
Trade or Business in Which You
Do “Materially Participate”

m Management expenses are fully deductible
against income from any source.

m Property taxes are fully deductible against
income from any source.

m Interest on indebtedness is fully deductible
against any source.




Tests for Material Participation

m To be considered “materially participating,”
the taxpayer’s involvement must be “regular,
continuous, and substantial”.

m According to the Internal Revenue Service,
you will be considered to materially
participate in your activity if you meet at
least one of the following tests:

Tests for Material Participation

The “absolute” test: you and your spouse
participate in the management and
operation of the activity for more than 500
hours during the tax year.

Tests for Material Participation

2. The “do it most of it yourself” test: you
and your spouse’s participation in the
management and operation of the activity
constitutes substantially all of the
participation in the activity during the tax
year (even if only a low level of activity is all
that is required).

Tests for Material Participation

3.

The “100-hour majority” test: you and
your spouse participate for more than 100
hours in the management and operation of
the activity during the tax year, and no other
individual participates more.

12




Tests for Material Participation

4.  The “significant participation aggregate”
test: you and your spouse’s participation in all of
your “significant participation activities,” including
your timber activity, exceeds 500 hours during the
tax year.

A “significant participation activity” is a trade or
business in which you participate for more than
100 hours.

Hence, you can qualify under this test even if
someone else participates more in the timber
activity than you do.

13

Tests for Material Participation

5. The “five of the last 10 years” test: you
and your spouse materially participate in
the management and operation of your
timber activity for at least 5 of the preceding

10 tax years.

14

Tests for Material Participation

6. The “facts and circumstances” test: all the
facts and circumstances of the situation indicate
that you and your spouse materially participate.

The specific rules to be followed in applying this
case have not been fully defined.

Suggestion: do not use this test!

15

Retired or Disabled Taxpayers

m If you are retired or become disabled and do
not meet the material participation
requirements, you will be treated as
materially participating if you did so for at
least 5 of the last 10 years immediately
preceding your retirement or disability, which
ever comes first.

16




Surviving Spouses

m Surviving spouses, having acquired from a
deceased spouse, forest property that
qualified as a trade or business need only
satisfy an “active management” test.

m Under this test, you will generally be required
only to participate in general management
decisions, and not be required to make daily
operating decisions.

17

Record Keeping

m Because of the passive loss-rules, record
keeping is now even more important!

m Formal bookkeeping is not required—any
reasonable means is okay. This includes
appointment books, calendars, and narrative
summaries.

18

Record Keeping

m Records consist of :
« Timber management plan
+ Receipts for business transactions

« Odometer readings, diaries, time recording for the
time spent managing the trade or business

« Agendas to training meetings

« Membership records in business related
associations

Reporting Expenses

m If your timber operations are established as a
sole proprietorship and are incidental to
farming activities, list your deductible timber
expenses together with your deductible
farming expenses on Schedule F of Form
1040, “Farm Income and Expenses.”

20




Reporting Expenses

m If your timber operations are a separate sole
proprietorship business or are incidental to a
non-farm business, report your deductions on
Schedule C of Form 1040, “Profit or Loss
from Business (Sole Proprietorship).”

21

Timber Held As a Part of a
Trade or Business in Which You
Do Not “Materially Participate”

m Management expenses are deductible
only to the extent of passive income
(such as timber sales).

22

Restrictions

m The passive loss rules apply to:
« individuals
e« estates
e trusts
o closely held C corporations
« personal service corporations

23

Timber Held As an Investment

m An investment is an undertaking entered
into
+ with a profit motive

« but which does not involve the same
regularity or frequency of activities that a
trade or business would require.

24




Timber Held As an Investment

m Timber held as an investment, rather than as
a trade or business, is not subject to the
passive loss rules. However, deductibility of
expenditures by non-corporate investors is
limited.

25

Timber Held As an Investment

m Management expenses, plus other
“miscellaneous itemized deductions,” are
deductible only to the extent they exceed 2%
of adjusted gross income (AGI).

26

Timber Held As an Investment

m Alternatively, management costs may be
capitalized as carrying charges instead of
being currently deducted — provided the
property is not “productive” during the tax
year.

27

Timber Held As an Investment
Property Taxes

m Property and other taxes are deductible
against income from any source (itemize
deductions for individuals)

m You may elect to capitalize property taxes
and recover them on the sale of the timber
rather than deduct them in the year paid.

28




Timber Held As an Investment
Severance and Yield Taxes

m Severance and yield taxes are expensed in the
year incurred

m They may not be capitalized

29

Timber Held As an Investment

= Interest on indebtedness is deductible only
to the extent of the “net investment income”

m You may

+ carry forward excess interests paid
indefinitely and offset investment income
in later years

« elect to capitalize the interest paid to offset
income realized from the sale of timber.

30

Timber As An Investment
Cost Deduction

m If in any tax year you do not itemize
deductions, or alternatively you do not elect
to capitalize these expenses, the costs are lost
for tax purposes, and you will not be able to
recover them.

31




Do | Need to Report Cost
Shares on My Return?

Agriculture Handbook 718,
pages 58-61

4/15/2009

Cost-share Payments
Reporting Rule

W Generally, you are required to report
Government cost-share payments as part of
your gross income

W to report income from all sources

B To reconcile the Form 1099G you receive for the
payment.

Cost-Share Payments
Section 126 Incentives

B However, under Section 126 of the IRS
Code, all, or part of, certain government cost-
share programs MAY be excluded from
gross income.

Cost-share Payments
Section 126 Incentives

B Nevertheless, even if you choose to exclude
an approved government cost-share
payment, YOU MUST REPORT IT on your
return showing how the exclusion was
determined.




Requirements for
Section 126 Exclusion

W In general, a portion or all of a cost-share
payment is excludable from income if two
conditions are met:

Requirements for
Section 126 Exclusion

B The payment is determined by the Secretary of
Agriculture to be primarily for the purpose of
W conserving soil and water resources
B protecting or restoring the environment
W improving forests, or
B providing habitat for wildlife, and

Requirement #1
Approved Federal Programs

B Forest Land Enhancement Program (FLEP)

B Conservation Reserve Program (CRP)

B Environmental Quality Incentives Program (EQIP)
B Wetland Reserve Program (WRP)

m Wildlife Habitat Incentive Program (WHIP)

Approved State Programs

B Forestry Development Program

NC

B Reforestation of Timberlands Act Program
B Forest Resource Development Program
M Forest Improvement Program

VA
MS
CA

W Forest Renewal Program

SC

W Forestry Development Program

IL

B Forestry Productivity Program

LA

B Texas Oak Wilt Suppression Program

TX




Forest Health Management Program

B Forest Health Management Cost Share is
under the IRS review for income exclusion

Conservation Reserve Program

W Conservation Reserve Program (CRP) cost-
share payments are NOW excludable based
on IRS Revenue Ruling 2003-59. (This
reverses the previous IRS position.)

B The exclusion applies to cost-share payments
only.

Conservation Reserve Program

W Section 126 specifically eliminates any
Government payment that is in the nature of
rent or compensation for services from
qualifying for exclusion from gross income.

Hence, recurring annual payments under
CRP do not qualify for exclusion.

1

Conservation Reserve Program

B CRP rental payment excluded from self-
employment income for retirees and disabled
taxpayers

B Effective for rental payment made after
December 31, 2007




Conservation Reserve Program

B CRP cost-share payments used for
reforestation expenses are eligible for the
$10,000 write-off and 7-year amortization.

Conservation Reserve Program

B Also, as an alternative to the amortization,
qualified farmers may deduct annually CRP
tree planting expenditures under Section 175
(with limit).

Conservation Reserve Program

B CRP cost share is not subject to self-
employment tax for retired and disabled
persons.

@ It also will not reduce social security and disability
payment

TSI Cost-share Payments

B If the cost-share payment received is used for
Timber Stand Improvement (TSI) practices,
it must always be included in gross income.

B TSI payments, however, are generally eligible
for deduction as a current expense in the
year incurred.




Requirement #2 for
Section 126 Exclusion

M |t is determined by the Secretary of the
Treasury as not substantially increasing the
annual income from the property.

Requirement #2
“Substantial” defined...

W The IRS regulations define an increase in
annual income as “substantial” if it exceeds
the greater of:

Requirement #2
“Substantial” defined...

B The present value of 10% of the average
income from the affected acres for the last
three tax years, or

B The present value of $2.50 times the number
of affected acres.

19

4-step Procedure to Compute the
Excludable Portion

B Step 1: Calculate 10 percent of the average
annual income from the affected acres
during the past 3 years

B Step 2: Multiply $2.50 times the number of
affected acres..

20




4-step Procedure to Compute the
Excludable Portion

B Step 3: Calculate the present value of the
larger number from steps 1 and 2

B Step 4: Compare the number from step 3
with your cost-share payment; the smaller of
the amount you can exclude from your gross
income.

21

Determining the Excludable
Portion

W If the cost-share payment is less than or
equal to the computed value, it may be
entirely excluded from gross income

M |f the cost-share payment is greater than the
computed value, only the amount from Step 3
can be excluded, and the excess must be
included in gross income.

22

Cost-share Example |
% Last year you harvested 40 acres and
received $84,500 for the timber.

% This was the only income from the property in
many years.

¢ This year, you replanted the 40 acres at a
cost of $6,000 ($150/acre).

** You received $3,900 in CRP cost-share
payments to cover the cost of replanting.

23

Cost-share Example |

B  How much of $3,900 cost-share payment
can be excluded from your gross income?

24




Solution

W Step 1:

Compute 10% of the average annual income for the 3
previous years:

0.10 x ($84,500/3) = $2,817
W Step 2:

Multiply $2.50 times the number of affected acres
$2.50 X 40 = $100

25

Solution

W Step 3:
Compare the two values. $2,817 is larger.

Divide by the interest rate (assumed to be 9.32% -- a
Farm Credit Bank rate)

$2,817/0.0932 = $30,225

H Step 4:

$30,225 is larger than $3,900; you can exclude the
entire FIP payment from your gross income.

26

What Interest Rate Do You Use?

B The IRS regulations do not specify which
interest rate to use, nor even suggest how to
determine it.

B Taxpayers are responsible for choosing their
own interest rate. This is a very subjective
determination.

27

What Interest Rate Do You Use?

B However, the rate should be a reasonable
one—such as the rate the IRS charges for
overdue taxes, or the rate charged for a fixed
rate 30-year home mortgage.

B Other interest rates may be used if they are
reasonable and you can justify them.

28




Interest Rate Effects

B The interest rate used for calculating the
present value will strongly affect the amount
that may be excluded.

B The lower the interest rate used, the larger
will be the exclusion.

29

Reforestation Tax Incentives and
Cost-share Payments

B To the extent that a cost-share payment is
included in gross income, and is used for
planting or seeding of trees for commercial
production of timber products, it may qualify
for accelerated deductions (the $10,000
expensing in the first year and 7-year
reforestation amortization deductions)

30

Reforestation Tax Incentives and
Cost-share Payments

B If the cost-share payments are excluded,
however, they can not be included for the
accelerated deduction ($10,000 expensing
and amortization)

31

If You Exclude ...

W If you decide to exclude part or all of a cost-
share payment from gross income, attach a
statement, on a plain piece of paper, to
your tax return stating specifically:

32




If You Exclude ...

B The amount of the cost-share payment;
B The date you received it;

B The amount of the payment that qualifies for
exclusion;

B The amount you choose to exclude; and

B An explanation of how you determined the
excludable amount.

33

If You Include Cost-share
Payments:

B They may also be subject to self-employment
tax when you're a timber business filer, since
self-employment income includes all items of
business income—including government
conservation cost-share program payments.

34

If You Include Cost-share
Payments:

B They may also be subject to state income
taxes.

35

Include or Exclude?

B Whether to include or exclude cost-share
payments depends on the “facts and
circumstances” of each individual taxpayer.

B Some taxpayers will get a better tax
advantage by including cost-share payments
as income while others will get a better
advantage by excluding them.

36




Include or Exclude?

W Do whichever will give you the best tax
advantage!

37

Reporting on Your Return

W For taxpayers who report as investors: report
as “miscellaneous income” on the front of
Form 1040.

B For taxpayers whose timber holdings are
treated as a business: report on Schedule C,
Form 1040.

B For farmers: report on Schedule F, Form
1040.

38

Recapture Provisions

W If the property established with an excluded
cost-share payment is disposed of within 20
years, recapture provisions apply.

39

Recapture Provisions

B The recapture amount during the first 10
years is the LESSER of:

B the amount of the cost-share payment excluded,
or

B the amount of the gain from disposal.

40

10



Recapture Provisions

B The base recapture amount is reduced by
10% for each year, or portion of a year, if the
disposal occurs between 10 and 19 years.

M |t is recaptured as ordinary income.

41
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Reforestation Tax Incentives

o
Ag. Handbook 718, pages 26-29

Updated for Revenue Ruling 2003-59 and
the American Jobs Creation Act of 2004

Reforestation Tax Incentives

» Incentives provided in the Internal Revenue
Code reduce or eliminate the need to hold
expenses associated with reforestation — or
afforestation — in a capital account until you
sell timber or timber products

» The American Jobs Creation Act of 2004
changed the nature of reforestation incentives

Reforestation Tax Incentives

» For reforestation done before Oct. 23, 2004,
you could take a 10-percent reforestation
investment tax credit on and amortize (write
off) up to $10,000 of qualifying expenses per
year over 8 tax years

» For reforestation done after Oct. 22, 2004, you
can deduct outright the first $10,000 per year
of qualifying expenses and amortize any
additional amounts over 8 tax years

Who is Eligible

» Individual taxpayers, estates, partnerships, and
corporations are eligible for both the deduction

and amortization provisions
v'Trusts are not eligible for the deduction, but
they are eligible for amortization




What Qualifies

» Reforestation expenses on tracts:
v'At least 1 acre in size
v'Located in the U.S.

v'Held to produce commercial timber
products

v'Includes practices to encourage natural
regeneration

What Qualifies

» Reforestation expenses reimbursed under an
approved public cost-share program that you
do not elect to exclude from your taxable
income

» Until 2003 this always included CRP cost-share
payments, because all CRP payments had to be
included in gross income

What Qualifies

» Under Rev. Rul. 2003-59, you now can exclude
CRP cost-shares from gross income, although
you cannot exclude CRP rental or incentive
payments

» NOTE: Under IRC Section 175, you also can
deduct tree-planting expenses paid using a
CRP cost-share, to a limit of 25 percent of your
income from farming

What Does Not Qualify

» The cost of planting non-timber trees:
v'Christmas trees  v'Nut trees
v'Shelterbelts v'Fruit trees
v'Windbreaks v’Ornamentals

» Reforestation expenses reimbursed under an

approved public cost-share program that you
do elect to exclude from your taxable income

» The cost of intermediate treatments




Expenses Up To $10,000 per Year

» Deduct any direct expenses incurred in
establishing a stand of timber, to a maximum
of $10,000 per year — $5,000 for married
couples filing separately — for each qualified
timber property

NOTE: You cannot combine qualified timber
properties for calculating timber depletion
deductions or casualty loss deductions

Expenses Up To $10,000 per Year

» Investors take the deduction on the front of
Form 1040, as an adjustment to income

v'"Write RFST and the amount on the dots for
the adjustments to income line (37 for 2007)

» Participants in a trade or business take the
deduction on a business form

v'Form 1040, Schedule C for a business or
Schedule F for a farm; use the “Other

expenses” line
10

Expenses Over $10,000 per Year

» Reforestation expenses over $10,000 per year
must be amortized (written off)

v'The amortization period is nominally 84
months (7 years), but a half-year convention
applies, so you:

Take a half-deduction in year 1 (1/14th)
Take a full 1/7th deduction in years 2—7
Take the final 1/14th deduction in year 8

11

Expenses Over $10,000 per Year

» You must specifically elect to amortize
reforestation expenses on a timely-filed return
for the tax year in which they are incurred
(including extensions)

v'Make the election and report the amount of
deductions taken on Form 4562, Part VI

12




Expenses Over $10,000 per Year

v"You cannot make the election on an
amended return, but once it is made, you can
take amortization deductions you forgot
about

» Investors again take the deduction on the front
of Form 1040, as an adjustment to income

» Participants in a trade or business again take
the deduction on a business form

13

Recapture Provisions

» Any tax saved by using either reforestation tax
incentive is subject to recapture if you dispose
of the trees within 10 years

v'Disposals by gift are excepted

v'Like-kind exchanges, involuntary
conversions, tax-free transfers, and transfers
at death also are generally excepted

14

EXAMPLE: Say you reforested 80 acres last year
at a cost of $175 per acre, or $14,000 in all.
You received no cost-share payment, so your
total expense is more than $10,000. Calculate
the reforestation incentives you are eligible for.

15

Solution

» Deduct outright the first $10,000 of your
expenses

» And begin writing off the amortizable amount
1/14 x ($14,000 - $10,000) = $286

16




Solution

» In your returns for years 2—7 you would write
off a full 1/7th of the amortizable amount

1/7 x ($14,000 — $10,000) = $571

» And in your return for year 8 you would write
off the final 1/14th

1/14 x ($14,000 — $10,000) = $286

17

Form 4562, Part VI
Form T, Part IV

If you are required to file a Form T, you also
should fill in and submit Form T, Part IV

18

Maximizing the Benefit

» Other reforestation strategies would enable you
to better utilize the reforestation incentives, for
example:

v"You could divide the reforestation operation
— and the expenses — between 2 tax years, or

v"You could use excludable cost-share
payments to bring your direct expenses
below $10,000

19

Maximizing the Benefit

» But remember, you should base your forest
management decisions on their full
silvicultural, financial and planning
implications, not just their tax effect

20




Tax Forms: Form 4562, Part VI (Back)
Form T, Part IV

21




Tax Forms and Examples

Reforestation
Tax Incentives
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Farmn T (Timber) (Rev. 12-2005)
L Reforestation and Timber Stand Activities (see instructions)
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Additional Information.
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Timber Sales and Income

(ONENE)
Ag. Handbook 718, pages 45-57

Updated for the Economic Growth
& Tax Relief Reconciliation Act of 2001,
the Jobs & Growth Tax Relief Reconciliation
Act of 2003, and
the American Jobs Creation Act of 2004

Timber Income

» When you sell or exchange standing timber,
both the amount and type of income you
receive are important

» Amount: Price — Expense of Sale — Timber Basis
» Type: Ordinary income or capital gain

Type of Income is Important

» EGTRRA and JGTRRA set the tax rates for
ordinary income at 10, 15, 25, 28, 33, or 35%,
depending on income level

» JIGTRRA set the tax rate for long-term capital
gains to 15%, or 5% for amounts that would be
in the bottom 2 brackets (0% for 2008)

» So there is a 5% to 20% tax rate differential
favoring long-term capital gains

Type of Income is Important

» But type of income is important for other
reasons

v'If your forest qualifies as a trade or business,
any ordinary income you earn from timber
is subject to self-employment taxes — at rates
up to 15.3% — but capital gains are not




Type of Income is Important

v'If you have large losses from capital
investments you can only apply them against
$3,000 of ordinary income per year, but
against any amount of capital gains

v'If you are retired, capital gains do not count
toward the amount of income you can earn
before your Social Security benefits are
reduced

Qualifying for Capital Gains
Treatment

» Three factors determine whether income you
receive for timber qualifies for capital gain
treatment:

v'Your primary purpose for holding the
timber

v"How long you held it
v'"What method you use dispose of it

Primary Purpose

» Timber held for personal use or as an
investment is Section 1221 property

v'It is a capital asset in your hands

v'Any gain from a sale or exchange of the
timber qualifies as a capital gain, regardless
of what method you use

Primary Purpose

» Timber held for use in a trade or business is
Section 1231 property

v'Itis not a capital asset in your hands

v'But gain from a sale or exchange if the
timber can qualify for treatment as a capital
gain




Holding Period

» The holding period for long-term treatment
depends on how you acquired your timber:

v'By purchase: Over 12 months

v'By gift: Also over 12 months, but includes
time the donor held it

v'By inheritance: No requirement

» The holding period is measured from the date
of acquisition to the “date of disposal”

Method Used to Dispose of Timber

» Basically three ways:
v'Outright sale or exchange
v'Disposal with economic interest retained

v'Convert standing timber into products for
sale

» Will cover individually

10

Outright Sale

» Direct sale of standing timber for a fixed total
amount agreed upon in advance — for example,
through a timber deed or sale contract

v AKA “lump-sum” sale

v'Once the sale is complete, the buyer has title
to the timber and bears all risk of loss

v'“Date of disposal” is the date ownership of
the timber changes hands

11

Outright Sale

v'Outright sale doesn’t necessarily mean a
clearcut — all timber can be sold, or only
certain species, sizes, or trees

v'Here and in the other methods, the contract
doesn’t have to be written as long as it is
enforceable (that is, written)

12




Outright Sale

» Until recently, the outright sale of timber was
pretty much limited to investors

» Income from the outright sale of timber held as
an investment qualifies as a capital gain

v'Long-term if held for the required period
v'Short-term if not

13

Outright Sale

» Income from the outright sale of timber held
for use in a trade or business did not qualify for
capital gain treatment unless the owner could
demonstrate they did not hold the timber
primarily for sale to customers

v'Four tests determined whether the timber
was a capital asset in their hands (CG) or
held primarily for sale to customers (Ol)

14

Four Tests

1. Purpose for acquiring and holding the timber:
Investment (CG) or for sale (Ol)

2. Number, continuity, and frequency of sales:
Isolated events (CG) or frequent (Ol)

3. Extent to which you solicit or promote sales:
Wait for buyers (CG) or actively solicit (Ol)

4. Facts and circumstances:
Part of occupation, contribute to livelihood (OI)

15

Outright Sale

» Problem was the tests were not determinative —
seemingly similar cases resulted in opposite
court decisions

» But since Dec. 31, 2004, income from the
outright sale of timber held primarily for sale
to customers can qualify for treatment as a
capital gain

v'Accomplished by a change in the wording of
Section 631(b) put in place by AJCA

16




Outright Sale

» Disposing of timber under Section 631(b) gives
the seller — you — two important advantages:

v'First, any gain realized is treated as a capital
gain regardless of whether you held the
timber primarily for sale to customers — even
if you are a dealer in standing timber

17

Outright Sale

v'Second, timber qualifying under Section

631(b) is Section 1231 property

The gain (or loss) from disposal of the
timber is aggregated with other Section 1231
gains and losses

A net gain is treated as a long-term capital
gain
But a net loss is treated as ordinary income

18

Outright Sale

» An outright sale of timber under Section 631(b)
involves a few more definitions than under
Section 1221

v'Language in AJCA indicates that this case,
“owner” is defined as the landowner who
makes the original sale

v'The owner — you — has an investment in the
timber and must look to its cutting for a

return on that investment
19

Outright Sale

v“Timber” is defined as the parts of standing

trees usable for wood products

Includes evergreen (coniferous) trees more
than 6 years old when cut and sold for
ornamental purposes

But not evergreen trees sold live, or the tops
or other parts of standing trees used
separately from the main stem

20




EXAMPLE: This January a timber buyer
approaches you and offers to buy the older
plantation for $37,000, lump sum. You agree.
Your only expense is $350 to have your lawyer
check the sale contract. Show how to calculate
and report your proceeds from the sale.

Reminder: The Merchantable Sawtimber sub-
account contains 590 cords and 112 MBF of
volume basis and $38,396 of value (cost) basis;
the older stand being sold contains 390 cords of
pulpwood and all 112 MBF of sawtimber.

21

Solution

» Calculate your timber depletion allowance and
adjust your timber basis:

Form T, Part 11

22

Solution

» Allocate sale proceeds:

Gross sale proceeds . ............. $ 37,000
Minus costof thesale............. - 350
Minus depletion allowance . ....... - 34,379

Section 1221 gain................ $ 2,271

23

Form T, Part 111
Form 1040, Schedule D

24




Outright Sale

» Investors report a capital gain from the out-
right sale of timber on Form 1040, Schedule D,
as in this example

v'Long-term on Part 11, short-term on Part |

v'Will be combined with other capital gains
and losses and the net amount transferred to
Form 1040

25

Outright Sale

» Participants in a trade or business report a
capital gain (or loss) from the outright sale of
timber on Form 4797

v’ It will be combined with other Section 1231
gains and losses, with a net gain treated as a
capital gain and a net loss treated as
ordinary income

v'You are required to file Form T, Parts ||
and 111

26

Outright Sale

v"You also can expect to receive a Form 1099-S

» Report any ordinary income from the outright
sale of timber on a business form — Form 1040,
Schedule C for a business or Schedule F for a
farm, or other forms for partnerships,
corporations, trusts, or estates

()

27

Disposal with Economic Interest Retained

» Disposal of timber under a contract that
requires payment at a specified rate for each
unit of timber that is actually cut and measured

v AKA “pay-as-cut” contract

v'Technically a “disposal with an economic
interest retained” which means the seller —
you — typically retains title to the timber and
bears risk of loss until it is cut

28




Disposal with Economic Interest Retained

v'“Date of disposal” is not the date the timber
is actually cut, but when in the ordinary
course of business, the volume of the cut
timber is first definitely determined

This definition of “cut” may enable an
owner who has held the timber for nearly
the required period to qualify for long-term
capital gain treatment

29

Disposal with Economic Interest Retained

But the time of measurement cannot be
artificially delayed to get a tax advantage —
that’s tax evasion

30

Disposal with Economic Interest Retained

» Fine points

v'Contract can include penalties for not
cutting certain trees, but only amounts up to
the trees’ stumpage value is a capital gain

Anything over that amount is ordinary
income

31

Disposal with Economic Interest Retained

v'The volume of timber cut usually is
determined by scaling, but it also can be
determined by a cruise of the standing
timber (Rev. Rul. 78-104)

In this case, the amount disposed of is the
cruise volume before the harvest, minus the
cruise volume of any contract timber
remaining after the harvest

32




Disposal with Economic Interest Retained

v'Advance payments are permitted

May be a single sum or even a series of pay-
ments under a long-term contract, as long as
the contract specifies that they are partial
payments for the timber

But the contract must require adjustments to
be made after cutting is completed, so the
total amount paid is determined by the
volume of timber actually cut

33

Disposal with Economic Interest Retained

If you include an advance payment from a
disposal with economic interest retained as a
capital gain on your return and the cutting
right expires, is terminated, or abandoned
before all the timber paid for is cut, you
must file an amended return — payment for
the amount of timber actually cut remains a
capital gain, but any additional amount you
are allowed to keep is ordinary income

34

Disposal with Economic Interest Retained

» Until enactment of AJCA a disposal with
economic interest retained was the only method
to dispose of standing timber recognized under
Section 631(b)

v'Owners who held timber primarily for sale
to customers had to use this method to
ensure their timber income qualified for
treatment as a capital gain

35

Disposal with Economic Interest Retained

» A Section 631(b) disposal with economic interest
retained involves some additional definitions:

v*“Owner” is any person or legal entity who —
before entering into the 631(b) contract — has
the right to cut the timber for sale or use on
their own account

Can be the holder or a sublease or cutting
contract, as long as they meet the holding
requirement

36




Disposal with Economic Interest Retained

v'Owner - you — again has an investment in
the timber and must look to the cutting for a
return from that investment

v “Timber” again is the parts of standing trees
usable for wood products, including ever-
green (coniferous) trees more than 6 years
old when cut and sold for ornamental
purposes

37

EXAMPLE: Say that instead of accepting the
timber buyer’s offer, you decide to take bids
for your timber. A consulting forester solicits
the bids, structures the sale as a Section 631(b)
disposal with economic interest retained, and
administers it for 10% of the proceeds. The
best bid you receive is $295 per MBF and $25
per cord. Show how to calculate and report the
adjustments to your timber basis and your
proceeds from the sale.

38

Solution

» Allocate basis between pulpwood and

sawtimber:  Fajir Market Proportion of
Value (FMV) FMV
Pulpwood . . . $14,750 0.3086
Sawtimber . . $33,040 0.6914
$47,790 1.0000

39

Solution

Proportion of Proportion of

FMV Basis
Pulpwood . . . 0.3086 $11,849
Sawtimber . . 0.6914 26,547

1.0000 $ 38,396

40

10



Solution

» Calculate pulpwood depletion unit:
$11,849 + 590 cords = $20.08 per cord
» Calculate sawtimber depletion unit:
$26,547 + 112 MBF = $237.03 per MBF
» Calculate depletion allowance:
($20.08 per cord x 390 cords) +
($237.03 per MBF x 112 MBF) = $34,379

41

Solution

» Update value basis:
$38,396 — $34,379 = $4,017
» Update pulpwood volume basis:
590 cords — 390 cords = 200 cords
» Update sawtimber volume basis:
112 MBF - 112 MBF =0 MBF

42

Form T, Part Il

43

Solution

» Calculate Section 1231 gain:

Gross sale proceeds .. ............ $42,790
Minus cost of thesale............ - 4,279
Minus depletion allowance . ....... - 34,379
Section 1231gain................ $ 4,132

44

11



Form T, Part I11*
Form 4797

* Include a note that your income is reported on
Form 4797

45

Disposal with Economic Interest Retained

» Investors report a capital gain from a disposal
of timber with economic retained on Form
1040, Schedule D, as before

» Participants in a trade or business report a
capital gain (or loss) from a Section 631(b)
disposal of timber with economic interest
retained on Form 4797, Part I, as in this
example

46

Disposal with Economic Interest Retained

v'If the result is a net gain, it will be treated as
a net long-term capital gain and transferred
to Part 11 of Form 1040, Schedule D, to be
combined with other long-term capital gains
and losses

v'But if it is a net loss, it will be treated as
ordinary income and transferred to Form
4797, Part 11, to be combined with other
ordinary gains and losses

47

Disposal with Economic Interest Retained

v'You should file Form T, Parts Il and 111 to
support your status as a participant in a
trade or business

v'And again, you can expect to receive a Form
1099-S from the buyer

48
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Convert Standing Timber into Products

» If you cut standing timber and convert it into
logs or other products for sale, all the income
that results will be ordinary income unless you
have a Section 631(a) election in effect

If you do, then the income that results from
holding the timber will be a capital gain — just
as if you had sold it outright — and the value
added by converting the timber into products
for sale will be ordinary income

49

Convert Standing Timber into Products

NOTE: Profit that results from converting
standing timber into products for sale is always
ordinary income — it is never a capital gain

50

Convert Standing Timber into Products

» If you have a Section 631(a) election in effect
and you have met the Section 631(a) holding
period, report a conversion of standing timber
into products for sale in two parts:

v'Report the difference between your adjusted
basis in the timber that was cut and its fair
market value as a Section 631(a) gain

It will be aggregated with other Section 1231
gains and losses, with a net gain treated as ...

51

Convert Standing Timber into Products

... a long-term capital gain and a net loss
treated as ordinary income

v'Report the profit from conversion of the
standing timber as ordinary income

Determine the profit just as you would for any
business operation: income received from the
sale of the products, minus the fair market
value of the timber and the cost of conversion

52
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Convert Standing Timber into Products

» Definition requires 5 more definitions:

v“Owner” is the same as with a Section 631(b)
disposal with economic interest retained

So again, can be the holder of a sublease or
cutting contract

But not the holder of a cutting service
contract who is obligated to deliver the logs
to you or to a buyer you specify — even if ...

53

Convert Standing Timber into Products

... your contract with them uses terms like
“buy,” “sell,” or “stumpage charge”

v “Timber” also means the same as in a Section
631(b) disposal with economic interest
retained

54

Convert Standing Timber into Products

v “Timber cut by taxpayer” includes timber
cut by other persons at your direction as well
as timber you cut yourself

The products the timber is converted into
can be rough - for example, logs, pulpwood,
or firewood - or finished — for example,
lumber, wooden toys, or furniture

But they must be for sale or for use in your
trade or business, not for personal use

55

Convert Standing Timber into Products

v“Holding period” runs from the date you
acquired the timber — or the contract right to
cut it — to the date it is considered “cut”

As with a Section 631(b) disposal this is when,
in the ordinary course of business, the volume
of the timber cut is first definitely determined

56
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Convert Standing Timber into Products

v'“Fair market value” is the price at which the
timber would have changed hands in a
transaction between a willing, informed
buyer and a willing, informed seller on the
first day of the tax year in which it is cut

The timber must be valued as it existed on
that day regardless of any change that
occurs to it or the timber market between
that day and the time it is cut

57

Convert Standing Timber into Products

Best indicator is the actual price paid for
similar timber, in the same area, at the same
time of year, adjusted for differences in
quality, quantity, accessibility and markets,
discounted to the first day of your tax year

A general average price is not sufficient

58

Convert Standing Timber into Products

If you only cut a small amount of timber,
information from local mill operators and
timber buyers may suffice

But if you cut a large amount, you need to
use a qualified timber appraiser

59

Convert Standing Timber into Products

» Make a Section 631(a) election by checking the
YES box on Form T, Part I, line 18a

v'You must make the election on an original,
timely filed return (including extensions)

You cannot make it on an amended return

v'A Section 631(a) election is binding on all
timber cut and converted into products in the
year you make the election and all later years

60
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Convert Standing Timber into Products

v'Under AJCA owners who cut timber under
a Section 631(a) election made before Jan. 1,
2005, can revoke it one time without IRS
consent

This provision chiefly benefits corporations,
but will also help non-industrial owners who
would benefit because of their particular tax
situation

61

Convert Standing Timber into Products

v'Revoke a Section 631(a) election by checking
the YES box on Form T, Part |1, line 18b

v'No consent is required to reinstate a Section
631(a) election

v'Any further revocation requires IRS
consent, but remember you can dispose of
standing timber by either of the other
methods at any time

62

EXAMPLE: Say that instead of selling your
timber as stumpage, you hire a master logger to
harvest it, cut it into sawlogs and pulpwood,
and deliver the cut products to a sawmill that
you specify. The consultant charges you $600
for soliciting the bids; from them you know the
standing timber was worth $295 per MBF and
$25 per cord. The master logger charges you
$22,500. You receive $390 per MBF and $60
per cord for the delivered products. Show how
to calculate and report your gains.

63

Solution

» Calculate your timber depletion allowance and
adjust your timber basis:

Form T, Part Il
Section 631(a) election on line 18a

64
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Solution

» Calculate Section 1231 gain from holding the
timber:

Fair market valueasofJan. 1. .. .. $ 42,790
Minus consultant charges......... - 600
Minus depletion allowance . ....... - 34,379
Section1231gain................ $ 7,811

65

Form T, Part 111
Form 4797

66

Solution

» Calculate gain from selling the converted
sawlogs and pulpwood:

Saleproceeds................... $ 67,080
Minus FMV of the timber ......... - 42,790
Minus master logger charge . ...... - 22,500
Ordinaryincome . ............... $ 1,790

67

Form 1040, Schedule C*

* List the FMV of the timber cut and other costs
associated with the harvest and sale as “other
costs” on page 2

68
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Convert Standing Timber into Products

» Converting standing timber into products for
sale is inherently a business operation

v'Report the timber-cutting part of the
transaction on Form 4797

It will be combined with other Section 1231
gains and losses, with a net gain treated as a
long-term capital gain and a net loss treated
as ordinary income

69

Convert Standing Timber into Products

v'Report the conversion part on a business
schedule — Form 1040, Schedule C for a
business or Schedule F for a farm

List the fair market value of the timber cut
and the other costs associated with the
harvest and sale as “other costs”

70

Convert Standing Timber into Products

Give details about the cutting and sale using
Form T, Parts Il and 111

Include information on how you estimated the
fair market value of the timber cut

71

About the Revised Form T

» Form T was revised in Dec. 2005 to make it
more compatible with electronic filing

» The “Who Must File” section addresses the
confusion with earlier versions about who must
file Form T and when

You must file Form T if you claim a timber
depletion deduction, sell timber outright under
Section 631(b), or make or use a Section 631(a)
election — all of which involve only Part 11

72

18



About the Revised Form T

» If you do an activity covered by any other part
of Form T you should fill out the associated
part(s):

v'Part | if you buy timber, cutting contracts or
forest land

v'Part 111 if you sell timber of forestland
v'Part 1V if you do silvicultural practices
v'Part V if you adjust your land account

73

About the Revised Form T

» But what you do with them depends:

v'If you claim a timber depletion deduction, sell
timber outright under Section 631(b), or make
or use a Section 631(a) election, file Part 11,
plus the part(s) associated with other forest-
related activities you did during the year

v'If not, keep the part(s) associated with forest-
related activities you did during the year as
part of your records

74

About the Revised Form T

» The “Who Must File” section also includes the
only written guidance available from the IRS
on what constitutes an occasional timber sale:

“... one or two sales every 3 or 4 years ...”
So a sale every 2 or 3 years qualifies as an
occasional sale

» Owners who only have occasional timber sales
are not required to file Form T — although IRS
foresters think it would be prudent to do so

75

Information Returns

» Timber buyers in a Section 631(b) disposal are
required to report payments on a Form 1099-S,
unless the seller is a corporation

» Buyers of standing or cut timber in an outright
sale are not (yet) required to file a Form 1099

76
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Tax Forms: Form T, Part 11
Form T, Part 111
Form 1040, Schedule D
Form T, Part Il
Form T, Part 111
Form 4797
Form T, Part I, line 27
Form T, Part 111
Form 4797
Form 1040, Schedule C
Form T, Instructions

7
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Tax Forms and Examples

Timber Sales and
Income



EXAMPLE 1: This January a timber buyer approaches you and offers to buy the older plantation for
$37,000, lump sum. You agree. Your only expense is $350 to have your lawyer check the sale
contract. Show how to calculate and report your proceeds from the sale.

As a reminder, the Merchantable Sawtimber Subaccount contains 590 cords and 112 MBF of volume
basis and $38,396 of value (cost) basis; the older stand being sold contains 390 cords of pulpwood
and all 112 MBF of sawtimber.

a. Calculate your timber depletion allowance and adjusted basis

1) Your timber depletion allowance is $34,379; see the Section 631(b) disposal example, below,
for how to calculate it and adjust your timber basis

2) Also see the Section 631(b) disposal example for how to report the adjustments on Form T,
Part 11

b. Allocate your sale proceeds

1) Calculation: $ 37,000 Gross sale proceeds
—350 Cost of the sale
—34,379 Timber depletion allowance
$ 2,271 Section 1221 gain

2) Report the sale on Form T, Part 111, and Form 1040, Schedule D



Farmn T (Timben (Rewv. 12-2005)
LI  Timber Depletion (see instructions)

1 MName of block and title of acCoUNt B e e
If you express timber quantity in thousand board feet (MBF),
log scale, name the log rule used. If another unit of measura is
usad, provide details ™ e e
i) (k]
. Coat or
T T T T T T e ﬂuantltg.r other basia
2  Estimated quantity of timber and cost or other basis returnable through depletion
at end of the preceding tax year |
3  Increase or decrease of guantity of timber required by way of correction .
da Addition for growth (number of years covered & ____ ___ 1 .
b Transfers from premerchantable timber account
¢ Transfers from deferred reforestation account
5 Timber acquired during tax year
6 Addition to capital during tax year .
7 Total at end of tax year, before depletion. Add lines 2 through & .
& Unit rate returnable through depletion, or basis of sales or lossaes. Divide line 7,
column ib), by line 7, column (&)
9  Quantity of timber cut during tax year
10 Depletion for the current tax year. Multiply line 6 by line 9
11 Quantity of standing timber sold or otherwize disposed of during tax vear,
12  Allowable as basis of sale. Multiply ling & by line 11
13 Quantity of standing timber lost by fire or other cause during tax year .
14  Allowable basis of loss plus any excess amount where decrease in FMV (before
and after the casualty) exceeds the standard depletion amount, but not the
block basis (see instructions) |
15 Total reductions during tax year:
a In column (@), add lines 9, 11, and 13 |
b In column (b), add lines 10, 12, and 14
16  Met quantity and value at end of tax year. In column iaﬁ auhtract I|ne 1:ua from
line 7. In column (b}, subtract line 15hb from line 7 . o
17 Quantity of cut timber that was sold as logs or other rough products
16 Section 631{a):
a Are you electing, or have you made an election in a prior tax year that is in effect, to report gains or
losses from the cutting of timber under saction 631(a)7? (see instructions) [ Yes [1 Neo
b Are you revoking your section 621(a) election (see instructions)? . [ Yes [1 Mo

' Effectwe date Ir

Form T (Timber) Rev. 12-2008



Farmn T {Tirnbar) (Rewv. 12-2005)

Pags 3

B Profit or Loss From Land and Timber Sales (see instructions)

1 Mame of block and title of account

{Your Name) Timber Account

2 Location of property (by legal subdivisions or map surveys)

(Legal description)

3a Purchaser's name and address
{Buyer's name and address)

b Date of sale

MM/DD/YY
4 Amount received: a In cash | o 37,000
b In interest-bearing notes . . -
¢ In non-interest-bearing notes -
S5a Amount of other consideration e, -
b Explain the nature of other consideration and how you determined the amount shown on line Sa:
6 Total amount received for property. Add lines 4a, 4b, 4c, and Sa. 37,000

GCaost or other

Cost or other basis of property: Uit Number of units basis per unit Total cost or other basis
a Forestedland . . . . . . . | Acre -
b Monforestedland . . . . . . | Acre -
¢ Improved land (describe) » ... Acre
d Merchantable timber. Estimate in detail the
quartity of merchantable timber on the date Cord 390 520,08 / Cord 7,832
of zale or exchange. Include the quantity of MBF 112 237.03 /| MBF 26,547
timber in each species of timber by —
diameter at breast height (DBH) classes.
State the log rule used if the unit of measure —
is thousand board feet (MBF), log scale. If -
another unit of measure is used, provide -
details. » Doyle -
e Premerchantable timber,
T Improvements (list separately)
a Mineral rights . --
h Total cost or other basis. Add lines 7a through 7g 34,379
i Direct sale expenses (cruising, marking, seling). 350
2,271

8 Profit or loss. Subtract the sum of lines 7h and 7i from line 6

Form T (Timber) Rsv. 12-2005)



. . OME Ho. 15450074
EFWE%EE D Capital Gains and Losses 7008
arm L
: : * Attach to Form 1040 or Form 1040MR. ™ 2ss nstuctions for Scheduls D | Form 10448, 1
[ parimenl ol 1he Teaawy Altachment
Inimal Fevenus Sante  (00) B Use Schedule D-1 to st adbd klonal trars aciens for Ines 1 ard &, Sequanca Mo, 12
MNameis shosn on relum Your social security numbsr
[Your Name) NN | HN | NMNN
LEELY]  short-Term Capital Gains and Losses—Assets Held One Year or Less
Dwesaiption of it Leta Db scid ] slos i8] Lot or cihar b Gain or (loss
el 00 ah R oo oty | Mo, clay, ] []hmf“dm,] ot e Sikrmct (4 fomd
i
2  Enter your ghortdarmn totals, if amy, from Scheduls D-1,
line 2. _ . 2
3 Total sh urt—tarm aalea Fflﬂﬂ- Ao nta A-:Id |II'|EIEI 1 &nd E in
cdumn(djl________.-.-.---3
4 Short-tsmn gain from Form S252 and short-tmn gain or {lees) fom Forna 4684, 6781 |, and 5524 4
& Met short-term gain or (loas] from partnerships, S corportions, satatss, and trusts from
Sehedukis) K-1 _ 0 | 5
6 Short4errn cepital loss camyovear. Enter tha ﬁn'-:-unt rf arry, fr-:-m Ilne EI n:-f Wurcaprtal L-::aa ) )
Camryover Worksheet on page O-7 of the ingtructione _ . _ . . . . . . . . . . . 6 |l !
T HNet short-term capital gain or (loss) Combine lines 1 through & in eclurnn f. _ . T :
LY  Long-Term Capital Gains and Losses— Assets Held More Than One Year
a) Dasaiplion of proparty t Data )] Data sol [] Salas [ Cost or othor basky Gain or [loas
[Lurnph 100 sh. MD:-] [P.l:qduar;d,r] o., day, yr) [Ihn in r:d p:-::.1f]| [ﬁ.?:ﬁ nicll::::-rns]ol El.lﬂil:i ract faj fro m [dj
8 parenantable Timber MM/ODYYY | MMIDDNY 37, Oeed 3.7 2,271

9  Enter wyour long-terrn totals, if any, from Scheduls D,

2. . . . . . g
10 Total long4em salvaa price amounts. ﬁ.dd Ilnee EI ﬁnd !EI in

column idy . . . 10
11 Gain fom Fom 4797, F'artl Img—tem'n gam fn:rn Fn:tm:a 2-139 and 8252; and Img-tarm cain or

loas) fom Fonme 4884, 8784, and 8824 | _ 11
12 Met lrgrten gain or (le=s) from pa.r‘l]‘E'EthtEl E- -:crpunaima satates, an:| st fn:rn

L T L -
13 Capital gain distibutions. Ses page D -2 of the instructions | 13
14 Long-term capital loes camyovar. Entar the amount, if ary, from Ilne 13 n:-f 3.-1:-ur Gaprtal Lu::aa )

Camyover Workshest an pags 0-7 of the ingtructions . 14 i )
15  Mst long-term capital gain or dma:l Combine lines 8 ﬂ'nmug'u 1-1 in n:-:lumn m Thvan gn:u t-:

Part Il on the back | _ . | 15

For Paparsork Raduction Act HD‘HE:B. Sen F-:-rrn 1I.‘.l-!|-I.‘.| ar Fu:-n'n 1I.‘.I-1-I]HF|: II'IE-‘I:I'LIE:‘I:IDI'E- I:.al. Ha 113:!-EH Schadule D {Form 10404 2008



EXAMPLE 2: Say that instead of accepting the timber buyer’s offer, you decide to take bids for
your timber. A consulting forester solicits the bids, structures the sale as a Section 631(b) disposal
with economic interest retained, and administers it for 10% of the proceeds. The best bid you receive
is $295 per MBF and $25 per cord. Show how to calculate and report the adjustments to your timber
basis and your proceeds from the sale.

a. Allocate the value (cost) basis in your Merchantable Timber Subaccount between pulpwood and
sawtimber:

Fair Market Proportion of Proportion
Capital Account Value (FMV) Total FMV of Basis
Pulpwood (590 cords x $25 €a.) .......... $ 14,750 0.3086 $ 11,849
Sawtimber (112 MBF x $295 ea.) ....... 33,040 0.6914 26,547
Total .o $ 47,790 1.0000 $ 38,396

b. Calculate your depletion allowance and adjusted basis

1) Pulpwood depletion unit: $11,849 + 590 cord = $20.08 per cord
2) Sawtimber depletion unit: $26,547 +~ 112 MBF = $237.03 per MBF
3) Depletion allowance: ($20.08 per cords x 390 cords) +

($237.03 per MBF x 112 MBF) = $34,379
4) Update value basis: $38,396 — $34,379 = $4,017
5) Update pulpwood volume basis: 590 cd — 390 cd = 200 cd
6) Update sawtimber volume basis: 112 MBF - 112 MBF = 0 MBF

7) Form T, Part Il
c. Calculate your Section 1231 gain

1) Calculation: $ 42,790 Gross sale proceeds
—4,279 Cost of the sale
—34,379 Timber depletion allowance
$ 4,132 Section 1231 gain

2) Form T, Part I1l; include a note that the income is reported on Form 4797

3) Form 4797



Farm T (Timber (Rev. 12-2005) Pags 2
EESII  Timber Depletion (see instructions)
1 Mame of block and title of account » (Your Name) Merchantable Sawtimber Subaccount: Disposal of timber with
economic interestretained e

If you express timber quantity in thousand board feet MBF),
log scale, name the log rule usad. If ancther unit of measura is
used, provide details » Dovle

i) (k)
) Coat or
T T T T T Quantity other basis
2 Estimated quantity of timber and cost or other basis returnable through depletion | 590 cd, 112 MBF 38,396
at end of the preceding tax year | T,
3 Increase or decrease of quantity of timber required by way of correction . -
4a Addition for growth (number of years covered » U Yoo _
b Transfers from premerchantable timber account - -
¢ Transfers from deferred reforestation account | - ~
5 Timber acquired during tax vear “ ~
6 Addition to capital during tax year . _
) ) 590 cd, 112 MEF 38,396
T Total at end of tax year, before depletion. Add lines 2 through &
& Unit rate returnable through depletion, or basis of sales or losses. Divide line 7, 20.08/cd, 237.03 M

column k), by line 7, column (a)

9  Quantity of timber cut during tax yvear

10 Depletion for the current tax vear. Multiply line 8 by line 9

390 cd, 112 MEBF
11 Quantity of standing timber sold or otherwise disposed of during tax year,

34,379
12  Allowable as basis of sale. Multiply ling & by line 11
13 Quantity of standing timber lost by fire or other cause during tax yvear | “
14  Allowable basis of loss plus any excess amount where decreases in FMV (before
and after the casualty) exceeds the standard depletion amount, but not the -
block basis (see instructions) | .
15 Total reductions during tax year: 390 cd, 112 MBF
a In column (@), add lines 2, 11, and 13 .
34,379

b In column ib), add lines 10, 12, and 14

16 MNet gquantity and valus at end of tax year. In column (@), subtract line 15a from 200 cd 4.017
line 7. In column ib), subtract line 15b from line 7 . L. '

17 Quantity of cut timber that was sold as logs or other rough products
18  Section 631{a):
a Are you electing, or have you made an election in a prior tax yvear that is in effect, to report gains or
losses from the cutting of timber under ssction 631(2)7 (see instructions) .~ . [ Yes [ Mo
b Are you revoking your section 621(a) election (see instructions)? . . . . .. O wes [1 Ne
Effective date »
Forn T (Timber) Fev. 12-2005)




Farmn T {Tirnbar) (Rewv. 12-2005)

Pags 3

B Profit or Loss From Land and Timber Sales (see instructions)

1 Mame of block and title of account

{Your Name) Timber Account

2 Location of property (by legal subdivisions or map surveys)

(Legal description)

3a Purchaser's name and address
{Buyer's name and address)

b Date of sale

MM/DDIYY
4  Amount received: a In cash | S 42,790
b In interest-bearing notes . . -
¢ In non-interest-bearing notes -
S5a Amount of other consideration e, -
b Explain the nature of other consideration and how you determined the amount shown on line Sa:
6 Total amount received for property. Add lines 4a, 4b, 4c, and 5a. 42,790

GCaost or other

Cost or other basis of property: Uit Number of units basis per unit Total cost or other basis
a Forestedland . . . . . . . | Acre -
b Monforestedland . . . . . . . | Acre -
¢ Improved land (describe) » ... Acre
d Merchantable timber. Estimate in detail the
quantity of merchantable timber on the date Cord 390 5$20.08 / Cord 7,832
of sale or exchange. Include the quantity of MEF 112 337.03 | MBF 26,547
timber in each species of timber by —
diameter at breast height (DBH) classes.
State the log rule used if the unit of measure —
is thousand board feet (MBF), log scale. If -
another unit of measure is used, provide -
details. » Doyle -
e Premerchantable timber, -
T Improvements (list separately)
a Mineral rights . . . . . . . . . . . --
h Total cost or other basis. Add lines 7a through 7g 34,379
i Direct sale expenses (cruising, marking, seling). 4,279
4,132

8 Profit or loss. Subtract the sum of lines 7h and 7i from line 6

Form T (Timber) Rsv. 12-2005)



o 3T97

Sales of Business Property

OME Mo, 15450184

{Also Involuntary Conversions and Recapture Amounts
Under Sections 179 and 280F{b2))

Sl Ly PN ® Aftach to your ta return b See separate INStUCHions. Atichmant oy
Tlames) shown onrean Idertitying rum ke
(o N e NIWMN-NHN-NKNNN
1 Enter the gross procesds from sales or exchangse reportad to you for 2008 on Fom (g 10898 or 1098-5 (ar
subetitute staterment)that you are induding on line 2, 10, or 20 {ges instructions) 1 --
Sales or Exchangeas of Property Usad in a Trade or Business and Imr-::uluntafg.r (.':-::lmrarsmns From Othar
Than Casualty or Thefti—Most Propearty Hald More Than 1 Year (zesinstructions)
3 {a) Dwascription [b! Eul-;n:q.li_m-d !cl Datw n:-ld_ Idj Gn:-.:: I'qll.al:llzq-%ﬁglm M EECFIT: E;ITTTI';
o oyt ) | dmn] | swpee | dgelefie | rpmey | e
Merchantable Timber MM D DY MIN D DY .2 T80 - 38558 4,132
4 GEah, Fany, Trom Form 4284, lins 45 . .. k]
4  2adion 1221 gahnfrom Irstalimernt sales from Fom Esz INe 26 or 7. 4
5  Bedion 1231 g@inor oss) from ike-KInd schanges from Form s34 5
& Gan, If any, from lne 32, from other tha ncasualty or theft. . . G
T Combine lines 2through &. Enter the galnor loss) hers and on the appn:q:tlatallna as r-:-l-:r.n*s 7
Partnarships (& cept alacting largs parinerships) and & corporatlons. Report the gain ar ozs) r-:-ll-:l.-'.1ng tna
Iretructlons for Form 1065, Schadule K, line 10, or Form 11203, Schaedule K, Iines. SkipInes s, &, 11, ard 12 bakw.
Indiiduas, pariners, S corporaion shareholders, and all others. I Ine 7 |5 2ero o @ loss, enter the amount from
lina 7 on Ina 11 Balow and skip lines 8 and 9. ITINe 7 15 a gain and you did not haee any Elor wear saclon 123
lossas, of hey wera recaptured I an earller year, anter tha gain fom line 7 as a long-Bm capiial gan on the
Schadula D 1led with wour return and mpllm;ﬂ 9, 11,and 120w,
8 Morramapturad net sscon 1231 10558s T prior years (s nsrucions . e e 5
9  subractiine s Tom ine 7. NZam or less, anter -0-. 1TINS 9 15 2800, enEr the gain Tom line 7 online 12 &ow. Tine
8 k5 more than zem, enter the arount from line &on Ins 12 balow and enierthe gain Tom Ins 8 &= a longErm
capkalgain on the Scheduls D TlEd with wour stum fses irstructions) a
Ordinary Gains and Losses (see instructions)
10 Ordnay gansand kEsss not Includsd on linss 11 though 18 (Inc luds propsrty held 1 vear o kes):
11 Lioes, Many, fromline 7 . 11 |4 !
12 Gan, It any, from Ine 7 or amourt from lne s, It q:uplcal:ula 12
13 Gan, It any, from lne 21 13
14 N ganor loes)from Fomn 4534, lines 27 and 44a . 14
15  Crdinay gain from Instalment sales from Form 8282, 1Ine 25 or 36 . 15
16  Crdinay gan of Joss)rom [ka-Kind exchanges from Fom se24d. 16
1T Comoine ines 10 hrougn 16 17
18 For allenzept Indivdual returms, enter the amount Trom lins 17 on the appn:erE lin= of wour Etum and ;.hlp lIn=s a
and b bsdow . For Indieldual returns, compete Inss 3 and b bk
A [ ihe kEson line 11 Includes a bes from Fom 3684, Ine 41, column (Bgl, entar that part of the k== hae. Ener the @i
of tha bes rom Income-producing prope iy on Schadule A (Form 1040), 1ne 29, and 1he part of he kEs from proparty
= &5 an emphiyes on Schadub A (RDrm 1040, Ine 2. Kantily &= Tom “Fom 4797, Ine 183.° 563 Instructons 143
b Redstermine the galn or losz) on ne 17 exdudng haloss, [Tamy, on line 18a. Enterhera and on Form 1049, Ina 14 | 1ab

For Papersdrork Reduction Act Notlce, see separate s tructions.

Cal. No. 1308d

Fom 4707 (2008



EXAMPLE 3: Say that instead of selling your timber as stumpage, you hire a master logger to
harvest it, cut it into sawlogs and pulpwood, and deliver the cut products to a sawmill that you
specify. The consultant charges you $600 for soliciting the bids; from them you know the standing
timber was worth $295 per MBF and $25 per cord. The master logger charges you $22,500. You
receive $390 per MBF and $60 per cord for the delivered products. Show how to calculate and
report your gains.

a. Calculate your timber depletion allowance and adjusted basis

1) See the Section 631(b) disposal example, above, for how to calculate your timber depletion
allowance and adjust your timber basis

2) Form T, Part Il (Note lines 10-26 are a little different from the Section 631(b) disposal
example; make your Section 631(a) election, Lines 27)

b. Calculate your Section 1231 gain from holding the timber

1) Calculation: $ 42,790 Timber FMV as of Jan. 1
—600 Consultant charges
—34,379 Timber depletion allowance
$ 7,811 Section 1231 gain

2) Form T, Part Il
3) Form 4797
c. Determine your gain from selling sawlogs and pulpwood

1) Calculation: $ 67,080 Sale proceeds
—42,790 Timber FMV
—22,500 Master logger charges
$ 1,790 Ordinary income

2) Form 1040, Schedule C



Farmn T (Timben (Rewv. 12-2005)
B0  Timber Depletion (see instructions)

Pags 2

1 Name of block and title of account » _(Your Name) Merchantable Sawtimber Subaccount: Cut standing timber and_____
convert into products for sale (Section 631(a) transaction) ..
If you express timber quantity in thousand board feet (MBF),
log scale, name the log rule used. If another unit of measure is
used, provide details ® DOVle
T a :B:It. (.‘.ot] o
e uantity other basis
2 Estimated quantity of timber and cost or other basis returnable through depletion | 590 cd, 112 MBF 38,396
at end of the preceding tax year |
3  Increase or decrease of guantity of timber required by way of correction . -
da Addition for growth (number of vears coverad m U [ _
b Transfers from premerchantable timber account B B
¢ Transfers from deferred reforestation account - -
5  Timber acquired during tax year “ -
6 Addition to capital during tax year _ _
) ) 590 cd, 112 MEF 38,396
7 Total at end of tax year, before depletion. Add lines 2 through G .
& Unit rate returnable through depletion, or basis of sales or lossaes. Divide line 7, 20.08/cd, 237.03 M
column k), by line 7, column (a)
390 cd, 112 MEF
9 Quantity of timber cut during tax year
34,379
10 Depletion for the current tax year. Multiply line 8 by line @
11 Quantity of standing timber sold or othemwise disposed of during tax yvear, “
12 Allowable as basis of sale. Multiply line & by line 11 _ —
13 Quantity of standing timber lost by fire or other cause during tax year —
14  Allowable basis of loss plus any excess amount where decrease in FMV (before
and after the casualty) e¥ceeds the standard depletion amount, but not the -
block basis (see instructions) |
15 Total reductions during tax year: 390 cd, 112 MBF
a In column (@), add lines 9, 11, and 13 |
34,379
B In column (), add lines 10, 12, and 14 L
16 MNet gquantity and value at end of tax year. In column (a), subtract line 15a from 200 cd 4017
ling 7. In column ib), subtract line 15b from line 7 . L. '
] ) 390 cd, 112 MBF
17 Quantity of cut timber that was sold as logs or other rough products
18 Section 631(a):
a Are you electing, or have you made an election in a prior tax year that is in effect, to report gains or
lossas from the cutting of timber under saction 631(a)? (see instructions) o [ Yes [1 Ne
b Are you revoking yvour section 621(a) election (see instructions)? . . O Yes 1 No

" Effective date »

Form T (Timber) Rev. 12-2008



Farmn T {Timber) (Rew. 12-2005)

1

Pags 3

Profit or Loss From Land and Timber Sales (see instructions)

Mame of block and title of account

(Your Name) Timber Account

2 Location of property (by legal subdivisions or map surveys)

{Legal description)

3a Purchaser's name and address b Date of sale
(YOUR name and address)
0101y
4  Amount received: a In cash . oL 42,790
b In interest-bearing notes . --
¢ In non-interest-bearing notes. -
5a Amount of other consideration L -
b Explain the nature of other consideration and how yvou determined the amount shown on line Sa:
6 Total amount received for proparty. Add lines 4a, 4b, 4c, and 5a. 42,790
Cost or other basis of property: Unijt Humber of units E::it:pr-e?tr:irt Total cost or other basis
a Forested land . Acre -
b Monforested land | . Acre -
¢ Improved land (describe) = ... Acre
d Merchantable timber. Estimate in detail the
quartity of merchantable timber on the date Cord 390 520,08/ Cord 7,832
of sale or exchange. Include the quantity of MBEF 112 237.03 / MBF 26,547
timber in each species of timber by _
diameter at breast height (DBH) classes.
State the log rule used if the unit of measure —
is thousand board feet (MBF), log scala. If -
another unit of measure is usad, provide -
details. » Doyle —
e Premerchantable timber,
T Improvements (list separately)
a Mineral rignts = . . . . . --
h Total cost or other basis. Add lines ¥a through 7g 34,379
i Direct sale expenses (cruising, marking, seling). G600
8 Profit or loss. Subtract the sum of lines 7h and 7i from line 6 | 7,811

Farm T (Timber) (Rev. 12-2008)



o G197

Sales of Business Property

{Also Inveluntary Conversions and Recapture Amounts

Under Sections 179 and 280F bl

OME Mo, 15450184

ol i O - Attach to your tax return » See separae Instructions. i b . 27
Flamers) shown onTean Tdentifying rum ber
(Faur Nanme) NMNM-MN-NNNN

1 Enter the gross procesds from ssles or exchangee reportad to you for 2008 an Fomm (g 1009-B or 10885 (or
substitute staternent)that you ars induding on lina 2, 10, or 20 (g ingtnctions)

1

Sales or Exchangas of Propearty Usad in a Trade or Businass and Imrc:ulunta"_.r Gc:umrersmns From Othear

Than Casualty or Thefti—Most Property Held Mora Than 1 Year (sco instructions)
1] ition {f] Cost or other

2 {a) Dwscription {H Catoacquired | [cj Dato sold [d] Gross ) Igmhﬁdg besi, plus » EEFIIEIHIT;I:

of 3 frme, vy, irmey, dary, W sala price alosable anos i saments a

preparty ’ o ) . F M acquiiion T;nr-an:-l sak :-l.rnﬂ:_d:nrd:_ﬁ_‘

Merchantable Timber MM /D DMy MY 42,780 - 34979 7.811
4 Gah, T any, from Form 42484, line 45 . 3
4 Zection 1231 g@ain from Installment sales from Fn:-rrn Eii':hi. Il'ua EEG o :]-"' 4
5 Section 1231 @inor oss) from like-kind sachanges Trom Form 2224 5
& Gahn, If any, from Ine 32, from other thancasualty or theft. . &
T Comblne lines 2throughs. Enter the galn or loss) hens and onthe EFIFI'IZIFI'HIIB"I'IB as rl:lll:l'.ﬁ'S T

Partnarships (= cept elacting large parnarships) and & corporations. Report the gain or (loss) r::-ll-:l.-'.1ng tna
Iretructlons for Form 1065, Schadula K, line 10, or Form 11223, Schedule K, e S, Skip Ines g, 8, 11, and 12 balkw.

Indrdduals, parners, § corporation shareholders, and all others. I Ine 7 15 Zero of & 1oss, enter the amount Trom
llne 7 on Ina 11 balow and =kip lines 8 and 4. ITINa 7 15 a gain and you did not have any mlor vear saclon 1231
lossas, or hey wera recaptrad I an earller year, anter tha gan fom lina 7 as a long-em capifal gan on tha
Schadula D 1led with vour return and skiplinesa, 8, 11, and 12 beloa,

8 Mormecaphored net secion 1231 losses from prior years (e nsruclons) . g
%  subractiined fom lna 7. Hzara or [ess, anter -0-. ITlNG 9 |5 zero, enfer the gain fom line 7 anline 12 t=low. HIne
9 E mois than 2o, enter the amount from lins &on Ins 12 below and enterthe galn fom e 9 a5 a ong-Erm
zapkal galn on the Schedule O TIEd with vou T Bty m isss Instrustions 9
m Drdinary Gains and Losses (see instrudtions)
10 -:m:lnar,.' I;Hh'a. and kxE=ss not Inclucesd on linss 11 thl:lm;ﬁ 1|3|:|I'DII.I:EI Fll'EFEﬂ':.' heid 1 yearar E:-.E:IZ
11 Loss, Many, fromiine 7 . 11 i )
12 @an, If any, from Ine 7 or amourk rom Ine e, it .q:.plcama 12
13 @an, If any, from Ine 21 13
14  Net ganor foss)rom Forn diad, IInaE» sﬂ a-u:l 44.3 . 14
16  Ordinary gan from Instalment sales from Form 6252, lne 25 or 25 | 15
16  Crdinary gan of loss)from Ike-kind exchanges from Fom ge24d, 18
17 Combine lines 10 hirough 16 . 17
18 For allescept IndivBHual returns, enter the amount Trom line 17 on the apprq:urElE line of wour efum and a+.||:- lines a
and b bebow . For Individual returns, complsts Ines A and b beba:
A Irthe kEson line 11 Inclwdes & bes Trom Fom 4684, Ine 41, column (b, entar that part of the k=S hew. Ener the @t
ofthe bes from Income-produsing props fy on Schadule A (Form 10400, [Ine 28, and tha part of the ke from propsty
usad &5 an empbyes on Schedub A (Rorm 1040), Ine 23, Kantiy &= from “Fom 4757, Ine 183." S8a Instructbns 183
b Redetermine tha galn arjloessionina 17 Ei.lilﬂl.ll:ll'lg haloss, ITany, on line 18a. Enerharaand on Farm 1040, Ina 14 18k

For Papersiork Reductlon &ct Notlce, see separatelmnstructions.

Cal. Ho. 1308d

Form 4797 (2008



a2

|SCHEDULE C Profit or Loss From Business | B Mo e WM
(Form 1040) iSok Proprietors il j 7 ua
B Patnerships, |oint vertures, etc., generally must flle Form 1065 or 1065-B,
[ parimenl of 1he TRy Altachmant
Inkimal Resene Sente  (00) | B Attach to Form 1040, 1040MF, or 1041, B See Instructions for Schedule © [Form 1040).| Sequance He. 09
Hama of prapriator Social security rumbsr | Z5H)
Your Nanme I R i N i MMM
A Principal business o prodesston, Including product o servies (322 page ©-2 o the Instructions) nter oo & TTam pages by,
Timber management for profil [ | _1 | 1 | 4 w | a
. BuEIness rame If no separate business name, lsawe blark. [ Employer 10 num b [EIM], if any
- T I I
E  Business address (nciuding sute or room no) e (Four address) e
Clty, oan ar postoMcs, stake, and ZIP cada
F  Accounting method i1 cash i@ O accrual i@ O otrer specity) & _____
G DId you "materially participaa” Inthe operaion of this busness during 20087 If "Mo," ae page C-4 for imit on leeses Bl ves [ Mo
H  Hyoustared or acquired Wk buslness dunng 2008, check here . . . . o . . . . . . . . . . . . . . w»[]
| Part | LT
1 Grossrecepts o sales. Caution. Sae page C-4 and chack the box IT:
# This Income was reporied B you on Form W-2 and he "Sialiory emploves” box
an that omm was chackad, ar
- O L §7,080
® Yo are a member of 3 quallled |oint werturs repofing only rertal real estate J J
Inzome not subject o sell-employment tEe. Also ses page C-4 Tor Imit on losses.
2 Reurrs andalowancss . . . . . . . . . o o o= -
2 Subltract Ine 2 Tmom line 1 N I £7,080
4 Costolgoodssoldfrominedzonpage2l . . . . . . . . . . . . . . . . . .|« &5,280
§ Gross profit. Subfact Ine 4 fmmiinea, . . A 1,790
& Ofther Incame, Induding derdl and state gasding or L tax credtor mind (see page C-4. . . |8 -
T Gross Income. Addlimes Gandé& . . . . . . . . . o . . . . . . . . . .k]|T 1,780
m Expenses. Enter expanses for bUSness use of your homa only on line 30,
Advertking . . | . a W Ofce eeperee 1a
& Ca ad truck espensss [s.-a-a 18 Pendon and profil-sharng pnns 18
pageC-®_ . . . . . .|_® 20 Rent or lease (== page C-6);
0 Cormmisslons andfees | 10 & Vahkks, machinery, and aquipment _ | 204
11 Confactlabor (mepage o5 |1 b Ovher business poparty. . . | 20b
2  Deplelon _ _ _ _ _ _| 12 21 Repars ad mantenancs . | 21
13 Depraciation and ssction 172 22 Supplies (ot ncuded n Pat | 22
& penss deduction (not 23 Tawes and loensss . . | 23
Incuded N Part Il (se& page 24 Tewal, meals, and eneriainmant:
o I £ aTrawdd _ _ . . _ . _ .| ®Ma
14  Empoyes bendlt progrIs b Deductble meals and
jother than on Ime 19 [ 14 ertertanment [see page o-7) [ 24b
15 Insuranca (other than heatty | 15 25 Utmes . . . . . _ _ | 25
1%  nerst 26 Wags les employment aedls) o | 28
Morigage (pad fo banks, eic) . | 163 27 Oher exparsas (fomine 48 on
D'tnar________‘lﬁb pagaz:l________z?
17 Legal ard professional
serdcas I .
b 1| Tota BXpenses befiaire EEpEHEES for biEIness WwEe of home, Add lnes & [I'I'l:lngh & . . . 3 24 _
20 Tenlative proft or (oss). Sublract ne s from M8 7 . . . . . . . . . . . . . . . _|=% 1,780
M  Ewpenses for bushness use of your home. Attach Formeaze . _ . . . . _ . . _ _ |30 -
# Metprofit or loss) Subtract ine 20 from Ine 29,
# It a proft, enter on both Form 1040, Iine 12, and Schaduls 2E, ing 2, or on Form 1040MR, o —

line 13 (1 you chacked ha box on INe 1, 83 pags C-7). Estates and fusks, anter on Form 1041, |
line 3. J
® Hlaloss, you must go o line 32

It you have a koss, check the box that dese ibes your Ivestment In this actitty (385 pags C-8.

® I you checked 223, snter the koss on both Form 1040, line 12, and Schedule SE, line 2, of on

Form 1040MR, line 13 (1 you checked the box on Ine 1, 525 the I 31 nstructons on page C-7).
Estates and trusts, enter on Form 1041, line 2.

L) Fou checked 32h, Fou must attach Form 6183, Your loss may b= Imilbed.

a2a[] &l Ivvestment ks at risk

ash[] some Investmert |5 not
at risk.

e —

For Paparaork Reducton Act Mollcs, sae page C-2 of the Instructons. Cat. Nou 113348 Bchedula G {Form 1040) 2008



Srhadub G (Forn 1040k 2008 Pega 2
A Cost of Goods Sold (seo page C-5)

e 2

as

Mehodis) uzad ©
value closing nventory: a [ cost b [ Lower of cost or market ¢ [ other jattach eeplaration

W thera any changa In datermining quaniias, cosks, or valations betwesn opaning and dosing nventory?

Mvas! attach explamadon . . . - . . . o o . . o o oo oo O ves El mo
Inventory at baginnng of wear. I dterent from last vears cbsing nventory, attach sxplanatbn . | 35 -
Purchases less cost of iemswihdrasn for persenal wse . . . . . . . . . . . |.= -
Cost of labor. Do not Indlude any amounts pald to youser . . . . . . . . . . . L& -
Maends andsupplles . _ . . L . L . L o | =
ohercosts . . L L L L 20 945,290
A s asthrugh 3 . . . . . . . .. |m o
Invertory abend of wear . . . . . . . . . . . oM -
Costof goods sold. Subiract ine 41 from line 40, Enter the result beme and on page 1, Ined _ | 42 85,290

B  Information on Your Vehicle. Complete this part only if you are claiming car or truck expenses on

lime @ and are not required to file Fom 45682 for this business. Ses the instructiors for ling 12 on page
C-5tofind ou f yvou must file Form 4562

486

47a

b

Whan did you placs your veh k2l In servics for busingss purpasss? (month, day, year) = ! !

Of the total number of mies you drowve your vehicle during 2008, enter the number of miles you used your wehicle Tor:

BiEness b Commuiing jsee Instructions) . & Oiher
was your vehick avallable bor persordl use duing off-duty hours? - . - . . - . . o . . - . . O ves O we
[ ¥ou {Of your spouss) Nave ancther vehkle avalabelor pesonal wse?. . . . . . . _ . _ . . . [ ves O moe
o you havs evicencs o s pport your deduction 7 U I B - - O Mo
It *"vas" IS the evdence writen? . _ . o0 ves O mMa

LEEAd  Other Expenses. List bdow Business -Ei:!:l-:lél-'ﬁé-& Nt nduded on lines 526 or ne 20,

40

Tatal other & pansas. Enter ham and on page 1, Ine 27 e e e e e e e el .. 48

achedule © [Form 1040) 2008



Instructions for Form T

(Timber)

(Rev. December 2005)

Forest Activities Schedule

Section references are to the Internal Revenue Code unless otherwise noted.

Department of the Treasury
Internal Revenue Service

What’s New

® [f you are required to file Form T
(see Who Must File below), you can
elect to deduct a limited amount of
qualifying reforestation costs (up to
510,000 per qualified timber property
per year) by entering an amount on
Part IV, line 4a. For more information,
see the instructions on page 3 and
section 194.

Even if you are not required to file
Form T, you can elect to deduct on
your tax return up to 510,000 of
qualifying reforestation costs per year
for each qualifying timber property.
Attach a statement to your return for
the year in which reforestation costs
were paid or incurred and provide the
following information.

1. The Unigue Stand Identifier;

2. The total number of acres
reforested during the tax year;

3. The nature of the reforestation
treatments; and

4. The total amounts of the
qualified reforestation expenses
eligible to be amortized under section
194(a) or deducted under section
194(b).
® Certain timber producers who hold
not more than 500 acres of qualified
timber property located in the Gulf
Opportunity Zone for Hurricane
Katrina, Rita, or Wilma are allowed an
increased reforestation expense
deduction. For more information, see
Pub. 4492, Information for Taxpayers
Affected by Hurricanes Katrina, Rita,
and Wilma.
® |f you previcusly elected for any
tax year ending before October 23,
2004, to treat the cutting of timber as
a sale or exchange under section
631(a), you may revoke this election
without the consent of the IRS for any
tax year ending after October 22,
2004. The prior election (and
revocation) is disregarded for

purposes of making a subsequent
election.

If you are required to file Form T,
you may revoke this election by
checking the “Yes” box in Part Il line
18b. If you are not required to file
Form T, attach a statement to your
return.

* (Cutright sales of timber by
landowners will qualify for capital
gains treatment after 2004. For more
information, see the instructions for
Part 1.

General Instructions

Purpose of Form

Use Form T (Timber), Forest
Activities Schedule, to provide
information on timber accounts when
a sale or deemed sale under sections
631(a), 631(b), or other exchange
has occurred during the tax year.

Fer additional information
regarding federal income tax rules for
reporting forest-related activities, see
the following publications:

& Pub. 225 Farmer's Tax Guide,

® Pub. 535, Business Expenses, and
® Pub. 544, Sales and Other
Dispositions of Assets.

Who Must File

Complete and attach Form T to your
income tax return only if you:

* Claim a deduction for depletion of
timber,

® [lect under section 631(a) to treat
the cutting of timber as a sale or
exchange, or

* [azke an outright sale of timber
under section 5§31(b).

Complete Form T in accordance
with sections 194, 611, 631, and
1231, and the related regulations.

Exceptions. You are not required to
file Form T if you only have an
occasional sale of timber (one or two

Cat. Mo. 395756

sales every 3 or 4 years). However,
you must maintain adequate records
of these transactions and other
timber-related activities during the
year, as discussed in Recordkeeping,
below. These transactions may be
treated as an investment for tax
purposes if your property is not held
for use in a trade or business.

If you are required to file Form
@ T for the current tax year (as

discussed above under Who
Must File), complete all the parts of
the form that apply. However, if you
are not required to file Form T but
have other forest-related activities
{reportable in Part | (Acgquisitions),
Part IV (Reforestation and Timber
Stand Activities), or Part V' (Land
Ownership), complete and atfach the
appropriate tax form (for example,
Form 4562 to claim depreciation) or
statement to your income fax return
to report these activities. Also,
maintain adequate records as
discussed in Recordkeeping, below.

Recordkeeping

Maps. Do not attach maps of your
timber properties to Form T to
substantiate any claimed deduction
for depletion of timber. Instead, you
are required to retain records
sufficient to substantiate your right to
claim the deduction, including a map
(where necessary) to show clearly the
location(s) of timber and land
acquired, timber cut, and timber and
land sold for as long as their contents
may become material in the
administration of any Internal
Revenue law.

Other business records. You must
alsoc keep business records to
support other items reported on your
tax return such as expenses incurred
during the tax year for road
construction and for building drainage
structures.



Note. Maintain separate cost
accounts for road construction and
drainage structures, such as ditches
and canals. For example, for roads
constructed for logging timber or to
conduct management activities on fee
land or land held under long-term
cutting contracts, maintain records
showing the number of miles
constructed and how the total
expenditures were either (a)
capitalized, (b) amortized, or (c)
claimed as an ordinary expense.

Keep separate records for each
unique stand identifier, depletion
account, block, tract, or geographic
area tributary to a mill or mill
complex. Also, keep records that
verify the basis in property for as long
as they are needed to figure the basis
of the original or replacement
property.

Specific Instructions

Part |. Acquisitions

Complete this part if you acquired
timber, timber-cutting contracts, or
forest land during the tax year,
whether the acquisition was by
purchase, exchange, gift, or
inhertance.

How to Report Acquisitions

Report acquisitions during the tax
year (whether taxable or not) of
timber, timber-cutting contracts, or
forest land. Report separately each
acquisition of 310,000 or more.

You may combine acquisitions of
less than $10,000 for each account
and omit lines 2 and 3. For an
acquisition by gift or inheritance, skip
lines 4 through 7.

For an acquisition or lease of
timber-cutting rights on a pay-as-cut
basis, except for those under which
all cutting is completed within the tax
year, do not complete lines 4 through
8. Instead, list the provisions of the
purchase or lease agreement,
including the number of years from
the effective date to the expiration
date, annual minimum cut or
payment, and the payment rates for
different kinds of timber and forest
products. Follow the format of lines 1
through 9 on additional sheets if
necessary.

What Is Included in Each
Account

You must include your timber in one
or more accounts. Generally, each
account must include all your timber
that is located in one *block.” A block
may be:

1. An operational unit that
includes all timber that would logically
go to a single point of manufacture,

2. A logging unit that includes all
timber that would logically be
removed by a single logging
development, ar

3. An area established by the
geographical or political boundaries
of logical management areas. Timber
acquired under a cutting contract may
not be included in part of a block, but
should be kept in a separate account.

For exceptional cases, the timber
in a given block may be divided into
two or more accounts. See
Regulations section 1.611-3(d) for
more information.

Part Il. Timber Depletion

Complete this part for each timber
account that has changed in quantity
or dollar amount. A timber account
may change in quantity or dollar
amount as a result of acquisitions,
dispositions, the cutting of timber,
capitalized expenditures, casualty or
theft losses, corrections, additions for
growth, and transfers from other
accounts. Use this part to figure
depletion for timber cut or the basis
for timber sold or lost during the tax
year. A depletion schedule is required
to be maintained for all types of
timber ownership.

Lines 1 through 6

Provide data for each timber account
separately. Account for any changes
that have occurred during the tax
year. Attach as many additional
pages as needed. If you deplete on a
block basis, combine new purchases
with the opening balances and use
the average depletion rate shown on
line 8, column (b), for all imber cut or
sold, regardless of how long held.

Line 14, column (b)

The casualty loss limitation is
determined by the decrease in fair
market value (FMV) of the Single
Identifiable Property (block) before

2.

and after the casualty event, not to
exceed the basis in the affected
block. Keep FMV appraisals in your
records to support the claimed loss
(see Recordkeeping, earlier).

Line 18a

If you are making the 631(a) election,
or have made the election in a prior
tax year, check the "Yes" box on line
18a.

Note. The §31(a) election cannot be
made on an amended return.

You must maintain the following
records.

Adjusted basis for depletion.
Maintain records that show the
adjusted basis for depletion, fair
market value (FMV), and gain or loss
for each sale or exchange of standing
timber for which you have a section
631(a) election. The records must
show the adjusted basis for depletion
and the FMV of the timber as of the
first day of the tax year in which
timber was cut. The records must
show these amounts by species and
unit rates if these transactions are
reported on a species basis. The gain
or loss on standing timber is reported
on Form 4797, Sales of Business
FProperty.

Date of acquisition. The records
must provide the date of acquisition
of timber that was cut in the tax year,
if acquired after March 1, 1913; the
quantity of timber remaining (adjusted
far growth, correction of estimates,
changes in use, and any change in
the log rule or other measure used);
and the adjusted basis at the
beginning of the tax year. The
records must state the acreage cut,
the amount of timber cut from the
applicable block during the tax year,
and the log rule or other method used
to determine the quantity of timber
cut. If depletion accounts are kept by
separate tracts or purchases, give the
information separately for each tract
or timber purchase.

If an average depletion rate based
on the average value or cost of a
timber block was used in earlier
years, the adjusted basis referred to
in section 631(a) is the average basis
shown on line 8 column (b), after
adjustment.

Characteristics of the timber. The
records must describe in detail the
characteristics of the timber that



Involuntary Conversion

0
Ag. Handbook 718, pages 67-74,

Updated for Revenue Ruling 99-56

Involuntary Conversion

» If you lose timber in an involuntary conversion,
you may be entitled to an income tax
deduction; talking about

v'Casualty loss v'Theft loss
v'Noncasualty loss v"Condemnation

» Not talking about net operating loss, where
your expenses exceed your income in a given
year

General Rules

» Deductions are available to all owners who
hold timber to produce income, whether as an
investment or as a trade or business

» For the loss of shade trees or timber held for
personal use see these IRS publications:

No. 547: Casualties, Disasters, and Thefts
No. 584: Non-Business ... Loss Workbook
No. 2194 Disaster Losses Kit(547, 584, forms)

General Rules

» A deduction is allowed only if the trees are
destroyed or so severely damaged that you have
to remove them and start over

» Lesser levels of damage — natural mortality and
“normal” losses from disease and insects — are
a cost of doing business and cannot be deducted

» The amount you can deduct is limited to your
adjusted basis in the timber, which almost
never equals its value




General Rules

» The loss must be physical in nature

» It must be fixed in time by an identifiable event
or combination of events

» The event or combination of events that caused
the loss must have run its course

Taken together, these rules mean the loss of
potential income is not deductible

General Rules

For example, if an ice storm damages rather
than destroys timber, so its growth is slowed or
its future value is diminished, you do not have a
deductible loss

or

If a fire destroys pulpwood-sized trees you were
managing for sawtimber, you must base your
loss deduction on their value as pulpwood, not
on a discounted value for sawtimber

Casualty Loss

» Caused by natural or outside forces

» Must meet three tests:
v'Sudden - Swift, not gradual or progressive
v'Unexpected — Not intended or anticipated

v’Unusual — Not a typical day-to-day
occurrence

Casualty Loss

» Includes: Ice, fire, hurricane, tornado, high
wind, earthquake, volcanic eruption, sleet, hail,
plane or auto crash, shipwreck, etc.

» Usually does not include: Disease, insect
infestation, drought, or combinations of factors

v'SPB infestation killed yard trees in 5-10
days
v'SPB attack killed timber trees over 9 months

8




Casualty Loss

» If the losses are heavy and the timber is not
salvageable, you should adjust your timber
accounts to reflect the loss of volume

» Unless the timber is completely destroyed you
are obliged to make a genuine effort to salvage it
v'This is a separate transaction from the loss

v'If you can’t sell salvageable timber, keep
records to show you made a bona fide attempt

Casualty Loss Deduction

» To take a casualty loss deduction, you must
determine the “single identifiable property”
destroyed or damaged beyond use

» Before 1999, IRS Rev. Rul. 66-9 and 73-51
defined the “single identifiable property” as the
individual trees suffering mortal injury

10

Casualty Loss Deduction

» But in lengthy cases against the IRS, three forest
industry firms successfully argued that the
correct measure of timber they lost in natural
disasters was the district or “block” they used to
keep track of adjusted basis

» In response to the cases the IRS issued Rev. Rul.
99-56, which revoked the earlier revenue rulings
and defined the *“single identifiable property” as
the “block” directly affected by the casualty

11

Casualty Loss Deduction

» Used to teach both traditional and “block™
methods, so you could use the one you felt more
comfortable with during the transition period

» But in 2002 the IRS won a court case in which
it argued that only the “block™ method is
correct — the transition period is over

» The “block” method is easier to use than the
traditional method and usually allows for a
larger casualty loss deduction

12




3 Steps to Use the “Block™ Method 3 Steps to Use the “Block™ Method

1. Determine your adjusted timber basis in the The figure for fair market value immediately
“block” on which the loss occurred after the loss should include the value of any
If you keep track of the adjusted basis of all salvageable timber in the “block”
your timber in one account, use the total 3. Compare the results from Steps 1 and 2; your
amount in the account deduction is the smaller amount

2. Determine the difference in the fair market
value of the “block” immediately before and
immediately after the loss

13 14

EXAMPLE: 10 years ago you acquired a 40-acre Solution
loblolly pine plantation for a total cost of $20,600.
The trees were just 8 years old, but you assigned
value to their years of growth and allocated » Determine your adjusted basis in the “block™
$15,840 to your Land Account and $4,760 to your on which the loss occurred:
Timber Account. Last year, 17 acres of the trees
. ) $4,760
were completely destroyed by a fire. Immediately
before the fire, the entire plantation contained » Determine the difference between the fair
640 cords of pulpwood, of which the 17 acres that market value of the “block” immediately
burned contained 272 cords. Also last year, a before and immediately after the loss:
neighbor sold similar pulpwood for.$14 per cord. 272 cords x $14 per cord = $3,808
Calculate your casualty loss deduction and your
new adjusted timber basis in the “block.”
15 16




Solution

» Your deduction is the smaller amount:
$3,808

» Your new adjusted timber basis in the “block”
is:

$4,760 — $3,808 = $952

17

Casualty Loss Deduction

» Because the “block” method generally allows
for a larger deduction than the traditional
method, the next time you harvest timber from
the block, your adjusted basis in the timber
harvested will likely be lower than under the
earlier revenue rulings, and your taxable
income higher

18

Casualty Loss Deduction

» Destruction of a premerchantable stand or
plantation may result in a deductible loss if:

v'You keep a separate account for it, and
v'You have costs allocated to the account

» The unit of measure will be acres

» You have no deductible loss if the death of
seedlings is not due to a casualty (Rev. Rul. 81-
2)

19

Casualty Loss Deduction

» You ordinarily deduct a casualty loss in year it
occurs

v If the loss resulted from a Presidentially
declared disaster, you can choose to deduct
the loss on an original or amended tax
return for the year immediately before the
year the disaster took place

This prevents you from having to wait a year
to take the deduction

20




Casualty Loss Deduction

v'In addition, the IRS may postpone for up to
1 year certain tax deadlines — for example,
the deadlines for filing tax returns or
making IRA contributions — for taxpayers
affected by a Presidentially declared disaster

21

Casualty Loss Deduction

v'If you receive a federal disaster relief grant
or have a federal disaster loan cancelled as
partial reimbursement for a casualty loss,
subtract the amount of assistance from your
loss; do not report it as income or pay taxes
on it

22

Noncasualty Loss

» Also caused by natural or outside forces
» Must meet two tests:

v'Unexpected

v'Unusual

» Can be gradual or progressive: Disease, insect
infestation, drought, or combination of factors

23

Noncasualty Loss Deduction

» Follow the same steps as with a casualty loss
» Difference is in the tax treatment:

v'Casualty losses are deducted from ordinary
income

v'Noncasualty losses are deducted first from
capital gains, a disadvantage because capital
gains receive favorable tax treatment

24




Theft Loss

» AKA timber trespass

» To take a deduction for a theft loss, follow the
same steps as with a casualty loss, except ...

25

Theft Loss Deduction

» Deduct a theft loss in the year you discover it

v'You don’t have to determine when the loss
occurred and file an amended tax return for
that year

v'Also, the quantity of timber used to calculate
your depletion unit is the quantity at the
time you discover the theft — this boosts your
depletion deduction

26

Theft Loss Deduction

» Treatment of reimbursements may be more
complicated

v'If you identify and successfully prosecute the
guilty party, you must treat a court award of
multiple damages as two parts for taxes:

The reimbursement — for example, one-third
of triple damages — which you subtract from
the loss, and

27

Theft Loss Deduction

v'The damage award — for example, two-thirds
of triple damages — which is ordinary income

28




Condemnation

» Tax treatment is the same whether the
property actually is condemned or you sell it to
the government under threat of condemnation

» Condemnation for a right-of-way easement —
where you keep title to the land but lose the
right to grow timber on it — is treated the same
as a sale

29

Condemnation

» Condemnation differs in two ways from other
forms of involuntary conversion:

v'It always involves your basis in the land
and
¥’ It may not involve your basis in the timber

30

Condemnation Deduction

» Deduct your basis in the land the year the
condemnation occurs

» Also deduct the basis in timber you are not
allowed to sell

but

» Apply the basis in the timber you are allowed to
sell against the sale returns — no basis from that
timber will be left to deduct for the

condemnation
31

EXAMPLE: Earlier this year you purchased a
50-acre timber tract for $68,000, allocating
$22,300 to the Land Account and $45,700 to the
Timber Account. Now 5 acres have been
condemned for a utility right-of-way. You are
allowed to sell the standing timber — 25 MBF
out of 190 MBF total for the tract — but you will
lose the right to grow timber there in the
future. Calculate your loss deduction.

32




Solution

» Deduct your basis in the land from the
condemnation award:

($22,300 + 50 acres) x 5 acres = $2,230

33

Solution

» Apply your basis in the timber against the sale
return:

($45,700 + 190 MBF) x 25 MBF = $6,013

None will be left to deduct from the
condemnation award

» No further deduction is allowed for the loss of
future timber income

34

Treatment of Expenses

» Deduct the costs of determining a casualty,
noncasualty, or theft loss — appraisal, cruising,
etc. — as expenses; do not add them to the loss

» Deduct costs incurred to receive a
condemnation award from the amount of the

award, and report the net award on your tax
return

35

Treatment of Gains

» If your salvage sale proceeds, reimbursement,
award, or other compensation from an
involuntary conversion is more than your
adjusted basis in the affected timber, you will
have a taxable gain

» A taxable gain is just about guaranteed in the
event of a salvage sale, since — as noted earlier —
the loss deduction and salvage sale are separate
events

36




EXAMPLE: In the casualty loss example above,
say the trees were salvageable rather than
completely destroyed by the fire. You are able
to locate a buyer who pays you $3,000 for them.
You have $500 of deductible expenses from the
sale. Remember your new adjusted basis in the
block is $952, the entire plantation contains 640
cords of pulpwood, and 272 cords were burned.
What is your taxable gain?

37

Solution

» Calculation your depletion allowance:

(Timber Basis +~ Pre-harvest Volume) x Units Sold
($952 + 640) x 272 = $405

» Calculate your taxable gain:

Sale Proceeds — Expenses — Depletion Allowance
$3,000 — $500 — $405 = $2,095

38

Treatment of Gains

» But you can defer recognition of — and income
tax on — the gain by using it to purchase
qualifying replacement property, within the
allowable replacement period

39

Qualifying Replacement Property

» Qualifying replacement property includes:
v'Replacement timber sites
v'Seeds and seedlings

v'Replanting costs on sites that you own, lease,
or buy as a replacement

40

10



Qualifying Replacement Property

v'Restoration work to repair damage, clean
and clear drainage systems, or replace
culverts, fences, gates, and roads

v/Stock to acquire or gain control of a
corporation that owns timber, timberland,
or both

41

Allowable Replacement Period

» For a casualty, noncasualty, or theft loss, the
allowable replacement period is 2 years after the
close of the first tax year in which you realize any
portion of the gain

» For a condemnation, the allowable replacement
period is 2 years ... for personal property and 3
years ... for real property

» Timber generally is real property, but timber
under contract for sale may be personal property

42

To Postpone Recognition of Gains

» Attach a statement to your tax return (Form 3-P)
v/State you elect to postpone recognition of the
gain
v'Describe conversion, replacement property

» The amount deferred cannot exceed the fair
market value of the converted assets

» Your basis in the replacement property is its
cost, minus the deferred gain

43

Tax Forms: Form 4684, Section B (Back)
Form 4797, Part |

44
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Tax Forms and Examples

Involuntary
Conversion
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