S

The Department of

FORESTRY AND NATURAL RESOURCES 45

FNR-FAQ-2

Frequently Asked Question Series

Determining Tax Basis of
Timber

By William L- Hoover, Professor of Forestry

When an asset, such as timber, is sold or -

otherwise disposed of, income tax is due on the
difference between the amount received for the
timber and your “basis” in the timber. Basis is
the book value of the timber. It’s usually deter-
mined by how much you pald for the timber. In
the case of inheritance it is the fair market value

of the timber on the date the person leaving it to.

you died. The estate’s records must be reviewed
to make this determination. If you acquired the
timber as a gift your basis is the basis of the
timber in the hands of the person giving it to you
at the time they made the gift. Their basis
carries over to you.

This fact sheet focuses on what to do if
at the time you acquired the timber, you didn’t
determine the basis of the timber separately from
the basis of the land underneath the timber and

‘any other assets acquired at the same time. The
law allows the basis determination to be made
some time after the date of acquisition. Regard-
less of when it’s done, the determination must be
based on conditions on the date of acquisition.
This makes it necessary to estimate the quantity
and fair market value of the timber on the date
of acquisition. It’s also necessary to know the

fair market value of the timberland and any other |

assets acquired as a block.

The simplest case is when only timber-
land and timber are acquired. Example 1 shows

what to do once you know the necessary information.

" The basis of the timber is determined by calculéting the
. percentage of the total fair market value attributable to

the timber and applying this percentage to the total

~acquisition cost. The total fair market value of

$24,850 is the sum of the fair market values for the
individual assets $12,250 for the land plus $12,600 for
the timber. The timber accounts for 51% of this total
($12,600 divided by $24,800). The basis of the timber
is $12,068, 51% of.the $23,800 acquisition cost (0.51
x 23,800). The basis of the land is $12,176, 49% of
the $23,800 acquisition cost (0.49 x 23,800). The sum
of the two percentages is 100 and the sum of the two
bases is $23,800, the acquisition cost.

If done after the year of acquisition it’s necessary to
“grow the timber in reverse” to determine the volume
present at the time of acquisition. This requires .
knowing the volume present now and the growth rate
for the timber. The volume present now is the total
volume, not just the volume marked for sale. Hard-
wood timber volume typically increases between 2%

(poor sites) and 4 % (good sites) per year. The vol-

ume at the time of acquisition is determined by dis-
counting the current volume at the applicable growth




~ rate, as shown in Example 2.

The law requires that the basis be deter-
mined using the best available information. Thus, if
possible, the 1982 values used should consider the
species and quality of timber, not just an overall
average. Prices by species and log grade are
reported in the Indiana Forest Products Price
Report.

Also, note that Example 2 assumed timber
hadn’t been harvested between the time of purchase
and the time when the basis is being determined -
1982 and 1995 in this case. If the timber volume
had changed because of a previous timber sale, for

‘example, it’s necessary to adjust the growth esti-
mate accordingly. This may mean growing in
reverse until the previous harvest, adjusting for the
harvest volume, and then growing back until the

- acquisition date. A professional forester may be
needed to help with this process.

Also note that the basis of timber sold is not

the entire basis of the timber, unless the entire
merchantable volume is sold. The basis of the
timber sold is determined by calculating the “allow-
able basis” of the timber sold. This amount is.
determined by multiplying the number of MBF sold
by the depletion unit for your timber. The depletion
unit is the basis of the timber in the year sold
divided by the total MBF of timber you own, This
process is described in greater detail in the “Deter-
mining Gain or Loss on Timber Sales” fact sheet,
or'other timber tax publications.

'MBF means thousand board feet, the standard
unit of measure for logs and stumpage (trees standing on
the stump). The Doyle log rule is used to convert the
diameter and length of a log to board feet, See FNR- 4
for more details. ;
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