What You Need to Know About Timber Taxation and Forest Finance

By: Nathan Meiser, AgChoice Loan Officer and Forest Products Specialist

Recently, I attended two workshops conducted by Michael G. Jacobson, Associate Professor of the Penn State School of
Forest Resources. The two seminars were: Timber Taxation and Forest Finance. The information I learned at the
seminars is pertinent to: accountants, financial planners, foresters, tax preparers, loan officers and woodland owners.
The key take-away points are summarized below:

Timber Taxation and Forest Finance

* In Pennsylvania, there are approximately 500,000 private
woodland owners. The average age of this group of landowners
is 60+. Research has indicated that most woodland owners own
their property for hunting, recreation and relaxing — not for
timber production/financial investment. However, at some point
woodland owners are faced with financial decisions about their
property: timber sale, sale of property, estate planning, etc.

* After purchasing woodland, you want to establish your land and timber basis — what value are you going to associate
to the land and timber? The following is a very simplified version of why establishing timber basis is so important:

* You purchase 50 Acres of woodland for: $180,000
 Land Value Basis: $130,000
Timber Value Basis: $50,000
You sell timber 20 years later for: $65,000
* You are responsible for paying capital gains
taxes on $15,000 ($65,000-$50,000), not the
$65,000

Let’s assume a Capital Gains Rate of 15 percent to determine the amount of taxes you are responsible for: 15 percent
of $15,000 = $2,250. Had you not established your timber basis you would have paid 15 percent of $65,000 = $9,750.
That is a difference of $7,500 that you do not need to pay!

You have now exhausted your timber value basis—you will have to pay
capital gains tax on all future timber revenue. However, you still have
$130,000 left in the land value basis
that you could utilize to minimize
capital gains tax if you sold the land
in the future.

+ Converting standing timber into products for sale is ordinary income...not a
capital gain. An example would be a landowner that harvests trees and
processes those trees into firewood. The income received from the sale of
firewood is ordinary income, not a capital gain.




» Landowners that invest into reforestation can deduct outright the first $10,000 per year of qualifying expenses and
amortize any additional amount over eight years. Individual taxpayers, estates, partnerships and corporations can qualify
for this deduction. There are certain qualifications that you must meet to obtain this deduction:

e One acre or more of woodland, located in the United States
* Woodland being treated is going to be held to produce
commercial timber, and includes practices to promote Key Point: Don spend $3 to save $1 in

natural regeneration. taxes. Base your forest management on sound
silvicultural and financial decisions.

An example of reforestation that would qualify for a deduction would
be a woodlot that is treated with herbicides and then fenced following
a shelterwood harvest. The herbicide application and fencing would
qualify for the reforestation deduction.

Key Point: * One of the most critical decisions that landowners make regarding their woodland is from an
Take the time to estate planning standpoint. What is the plan for your woodland? Are you going to sell the
establish a plan for property to fund your retirement, are you planning on passing the property onto children, or is

our woodland,; g . . . ..
)l;ecause if you the woodland critical to continue a business enterprise? There are many decisions that need to

don’t have a plan, be made and they can’t wait till the end. If you hope to pass your property onto your children,

the government but do not do any planning or communication, this is very difficult to do. Without the proper

does. planning, your children may need to subdivide the property or sell the property in its entirety to
pay the inheritance tax.

. ) .. . Key Point: The Pennsylvania
* The Pennsylvania forest products industry plays a critical role in the overall economy forest products industry is a

of Pennsylvania. Approximately 90,000 workers across 2,500 firms in Pennsylvania major driving force of the over-
find employment in the forest products industry. In 25 of the 67 counties in all economy of Pennsylvania --
Pennsylvania, the forest products industry is financially larger than traditional
agriculture.

despite being unknown by many
citizens of Pennsylvania.




* When analyzing forests from a financial investment standpoint, there are
many factors to consider regarding the property and the timber. Some
property questions to consider are: costs, interest rates, location, access,
past management practices, timber markets and stand age. When
analyzing the timber, you need to inspect: species (oak, cherry, poplar,
maple, hemlock, pine, etc.), size (diameter and height), quality and
volumes. All these questions need to be answered before you can make an
informed decision about investing in forest land.

I would like to thank Michael G. Jacobson, Associate Professor of the Penn State School of Forest Resources, for
conducting two fantastic workshops. I left both workshops having a better understanding and knowledge of Timber

Taxation and Forest Finance. If you would be interested in attending future workshops done by Mike, please feel free to
contact him (814) 865-3994 or mgj2@psu.edu.
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