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Sdlling timber issomething that most woodland own-
ersdoinfrequently and thereforearenot familiar with
thetechniquesrequired to run an effectivesale. One
of thekey issuesthat should be considered beforethe
saleishow to protect your monetary investment in
your timberland and receive the appropriate amount
of incomefromasale. Itisalsoimportant torealize
that how you report timber incomefor tax purposes
may make acons derabledifferenceintheamount of
money you ultimately make. Whilethereareanum-
ber of important guiddinesthat you should follow when
selling timber, it isbeyond the scope of thisfact sheet
to discussall of them. However, thisfact sheet will
provideyouwithinformationto helpyouminimizeyour
tax liability when selling and reporting timber income.

Considerable money can belost in atimber sale by
not paying attentionto afew tax issuesbeforethetim-
ber iscut. Beforeatimber saleismade, consider how
to correctly report theincometo the IRS so that you
pay the minimum amount of tax on your timber in-
come. Whileyou may think that thisisadecisionthat
can bemadeat tax time, it isimportant to understand
that how you agreeto sell your timber can dramati-
cally impact theamount of taxesyou owe. To pay the
proper amount of taxesyou should do thefollowing:

* sdl your timber in away that allowsyou
to claim theincomeascapital gain

» calculateyour capital gain properly

Sdling your timber sothat you cantreat theincomeas
capital gain, rather than ordinary income, isimportant
becausethe maximum|ong-term capitd gainstax rate
isggnificantly lessthan theratefor regular income(re-

fer to Tax Law Changes section). A lower tax rate
meansthat you could save aconsiderable amount of
money by sdlling your timber sothat you canclamthe
incomeascapita gains. For example, if youareinthe
28 percent tax bracket and you have a net gain of
$30,000 from atimber sale, youwill save $2,400 by
claiming theincomeasalong-term capital gainand
not asregular income.t Also, capital gainsarenot sub-
ject tothe salf-employment tax, asisordinary income.

Thisfact sheet providesyou withinformation on both
of theseimportant i ssues and sources of other infor-
mation ontimber taxes.

Claiming Capital Gains

Oneof the easiest waysto increasethe amount of net
timber incomeisto sall timber inamanner that alows
you to clam theincome aslong-term capital gains.
Many people sell timber and report the revenue as
ordinary income. In most cases, thismeansthey pay
moreintaxessinceordinary incomeistaxed a ahigher
ratethan capital gains. For atypical landowner har-
vesting 40 acresof timber of averageval ue, thiscould
easly amount to $3,000 to $5,000. Thissavingscould
be substantially higher if the number of acresor the
quality of thetimber washigher. For timber salesrev-
enueto qualify ascapitd gain:

» you must have owned thetimber for 121
months

e you must “releaseyour interest” inthe
timber beforeitiscut

! Based on capital gains law effective 1999.
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Releasing Your Interest At The Stump

Themaost common method of selling timber in Ken-
tucky isonthe” shares.” Thismeansthat someone
buysthetimber for aspecific percentage of what the
mill will pay for thelogs. For average sawtimber, this
iS50 percent. For poor quality timber, pul pwood, or
timber that ishard to get to themill, you may get a
smaller percentage (20-40 percent). Let’slook at an
example of selling on the shares. You agreeto sell
your timber 50:50to alogger. Thelogger will cut the
timber and takethelogsto amill. Themill will mea-
surethelogsand writeacheck to thelogger for one-
half of thevalue of thelogsand writeacheck toyou
for the other half. Inthiscase, theIRSviewsyou as
having “retained your interest” inthetimber after it
hasbeen cut. Essentidly you aresdllinglogs, aforest
product, to themill. You will not be allowed capital
gansbecausecapitd gainscanonly beclaimedif you
sell timber onthe stump beforeitiscutintologs.!

Selling Timber to Claim Capital Gains

If you want to sell your timber so that you have it
taxed at the lower capital gainsrate, you must “re-
leaseyour interest” inthetimber beforeitiscut. This
meansthat you agreeto sell your timber to abuyer for
a“lumpsum” or agreeto sell for aspecified amount
per unit (boardfoot, ton, or cord). Sdlling*lumpsum”
meansthat the buyer agreesto purchaseal of your
timber for acertain amount. Thelump sum amount
can be paid up front or can bereceivedintotal orin
paymentsduring or after thehharvest.

Selling your timber for a specified amount per unit
means that the buyer agreesto give you a specific
amount for every unit that isharvested. For example,
the purchaser agrees to pay you $0.175 for every
board feet of sawtimber that isharvested ($175 per
1000 board feet) or aspecific amount for every ton
of pulpwood. Normally thebuyer doesnot know the
gpecificvolumethat will beharvested and youwill get
paid asthe harvest progresses. Selling your timber
per unit allowsyoutotreat therevenueascapita gain.

Reporting Your Timber Sale Income

If you sell your timber on the shares (that meansyou
andthebuyer aresdllinglogsto themill and dividing
the money), you must report your revenues on your
federal form 1040 using Schedule C or F. Inthiscase,
itisreported asordinary income. Reporting ordinary
income also appliesto theincomereceived from sdll-
inglumber you havesawn. If you sdll timber lump sum
or for aspecific amount per boardfoot or ton, then
you canreport incomeascapital gainsonfedera form
1040 ScheduleD. If you arenot familiar with 1040
ScheduleD, it can be somewhat confusing, but most
tax preparerscan easily handlethisformand there-
porting of timber income. For thoseindividualswho
have ongoing forestry operations, Form T (timber)
“Forest Activities Schedule” may also berequiredto
be completed with thetax return.

Determining Capital Gains

Onceyou have madethedecisionto sall your timber
sothat you can claim capital gains, therearetwo ba-
sic methodsto cal culate how much gainyou actualy
made. Using the method that providesyou withthe
least amount of gain reducesyour taxes. For some
individua sthiscould beasignificant savings.

Thetwo methodsthat are usedto cdculatecapitd gains
do not haveformal names. However, for our decison
wewill refer tothem asthe:

* Simplified Method
¢ Allowable Basis M ethod

Asthe namesimply the allowable basismethod is
dlightly moreinvolved than the ssmplified method.
However, it may alsoyield alargetax savings. The
following section providesasummary of thediffer-
ences between thetwo methodsand what isrequired
to obtain the greatest capital gain savingsusing the
alowablebasismethod.

1 Actually you may be able to claim part of the gain as a long-term capital gain if it is handled as a 631(a) transaction and
it is possible to recover the standing timber portion of the revenue as long-term capital gain. However, detailed records
must be kept and the process may prove very difficult for a large humber of landowners.



Simplified Method

Thisistheleast complicated method to cal cul ate capi-
tal gains. However, it should be noted that whileitis
convenient, it doesnot allow you thefull tax advan-
tageafforded by thedlowablebasismethod discussed
below. Inthesimplified method thenet gainiscom-
puted asfollows.

net gain = amount received - expenses

Amount Received

Thisisthetotal amount paid to you by the buyer ei-
ther by purchasing thetimber lump sumor per unit as
discussed earliert.

Expenses
Expensesincludethefee of the consulting forester,

any legd feesinvolvedin contract devel opment, bound-
ary marking costs, and any other feesdirectly associ-
ated and necessary for proper sale of thetimber.

| nfor mation Requir ed for theSimplified
M ethod

timber revenue: lump sumamount or total
amount you received when you soldfor a
specified dollar amount per unit (boardfoot,
ton, or cord).

expensesincurred:

- consulting forester fee

- legal feesrelated to contract
development or oversight

- boundary marking costs
(paint, for example, but not includ-

ing your owntime)

- other expenses

Allowable Basis M ethod

Thismethod requiresthat you determinetheallow-
ablebasisor depletion allowance of your timber.

net gain =
amount received - (allowable basis + expenses)

AllowableBasis
Thedlowablebassisaso cdled thedepletionalow-
ance. Thisalowsyouto apply theoriginal valueor
cost of the stumpageto decreasethe net gain reported.
Essentially you can subtract the value or cost of the
timber when you acquired it, from the revenue you
receivewhenyou sdll your timber. Whilethisisasmple
concept, you often do not know the stumpage value
of the timber when the woodlands were acquired.
When acquiring woodlands, either by purchase or
through inheritance, you recelve both land and timber
in one transaction and theworth of theland and the
timber are not separated.! The morerecent the ac-
quisition, the greater the tax advantage of using the
alowablebasismethod. For example, if you acquired
the woodlands many years ago and the timber was
farly smdl andhad limited vdue, thentheinitid amount
subtracted from your current timber revenueissmall.
However, if you purchased or acquired theland re-
cently, thetimber might have had asignificant amount
of thevaluethat iscurrently possesses, alowing you
to subtract asizableamount fromyour current timber
revenue and substantially reducethe amount reported
ascapital gain. Whileyou may not know theinitial
value of your timber, you can hireaconsulting for-
ester to determinethisamount. A consulting forester
can do thisby determining agrowth rate and “ back
grow” your forest to determine astumpage vauefor
depletion allowanceat thetimeyou acquired thetim-
ber. A forester can aso develop thisnumber if you
have already sold your timber. Whilethe alowable
bas smethod ismore complicated to usethanthesm-
plified method, it often minimizestheamount of taxes
that are owed from timber revenue.

| nformation Required for the AllowableBasis
M ethod

timber revenue (see smplified method
above)

expensesincurred (see smplified method
above)

vaueof timber when acquired (referred to
intax termsasthe depletion alowance)

1 When you acquire timber you should proportionally allo-
cate the basis among the land, timber, and capital accounts
on Schedule B, Form T “Forest Activities Schedule”.



Tax Law Changes

Changesintax law occur frequently and individuas
should consult with tax professondstofind thelatest
developmentsaffecting capital gains. In 1998 changes
inthetax law were enacted making it easier and more
advantageousfor timber ownersto clamtimber in-
come as capital gains. As of 1998 timber must be
heldfor only 12 monthsto beeigiblefor capitd gains.
In 1998 themaximum long-term capita gainstax rate
was 20 percent and 10 percent for thosein thelowest
incometax bracket. Further changesin 2000 reduced
the maximum capital gainsrateto 18 percent and 8
percent for thelowest incometax bracket for timber
heldfor at least 5 years. The World WideWebisone
of the best placesto get updates on national timber
tax issues. Thegteslisted bel ow should be consulted.

Whereto Get

Morelnformation

Thereareanumber of sourcesof information ontim-
ber taxes. However, one of the concernsassociated
with obtaining tax informationisensuring that it isup-
to-date. Woodland owner organizations, including
National Woodland Owners Association and Forest
Landowners provided woodland and timber tax col-
umnsin their magazines and newsletters providing
current information ontimber tax issues. Timely tim-
ber tax information and current formsand procedures
can a so befound on the World Wide Web. Thefol-
lowing referenceshave beenfound to provideconss-
tent high quality information.

I nformation on the World Wide Web

National Timber Tax Website
http:/AMww.timbertax.org/

Thissitewasdevel oped specifically to assist wood-
land ownerswithtimber tax issues. Itisapartnership

betweenthe U.S. Forest Serviceand Purdue Univer-
Sity. It containsvaluable and up-to-dateinformation
ontimber taxationandishighly recommended for those
salling timber and thoseinvol ved in woodland man-
agement.

U.S. Forest Service Stateand Private Forestry
Site
http://www.r8web.com/spf/

Thissite containslinksto timber tax publications
developed by the U.S. Forest Service.

IRS Web Sites

index toformsand services.
http:/Amww.irs.ustreas.gov/prod/forms_pubs/
index.html

select view and download FORM S:
http:/Amww.irs.ustreas.gov/prod/forms_pubs/
formshtml

Kentucky Tax Forms
http://www.state ky.us/agencies/revenue/
taxformshtm

Hard Copy Publications

Forest OwnerssGuidetotheFederal Income
Tax (Agriculture Handbook 718) Price: $12.00
GPO Stock No. 001-000-04621-7

U.S. Government Printing Office

P. O. Box 371954

Pittsburgh, PA 15250-7954

Phone: (202) 512-1800

Onlinepdf availableat: http:/Amww.fs.fed.us/'spf/
coop/ Forest%20_Tax_% 20Guide31201.pdf

Farmer’sTax GuideAvailableat your county
Cooperative Extension Service Office. For officesin
Kentucky, usethefollowingweb siteand click on
County Offices.
http:/Amww.ca.uky.edu/ces/index.htm
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