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Disclaimer

This publication is intended to be used solely for educational purposes. The materials contained herein are not legal or accounting advice and should not be 
construed as such. Consult your professional legal or tax advisors for your specific tax situation. Pursuant to the Internal Revenue Service Circular 230 rules, any 
U.S. Federal tax advice contained here is not intended or written to be used for the purpose of avoiding penalties under Federal tax law, or promoting, market-
ing, or recommending to another party any transaction or matter addressed herein.

The U.S. Department of Agriculture (USDA) prohibits discrimination in all its programs and activities on the basis of race, color, national origin, age, disability, 
and where applicable, sex, marital status, familial status, parental status, religion, sexual orientation, genetic information, political beliefs, reprisal, or because 
all or a part of an individual’s income is derived from any public assistance program. (Not all prohibited bases apply to all programs.) Persons with disabilities 
who require alternative means for communication of program information (Braille, large print, audiotape, etc.) should contact USDA’s TARGET Center at (202) 
720–2600 (voice and TDD). To file a complaint of discrimination write to USDA, Director, Office of Civil Rights, 1400 Independence Avenue, S.W., Washing-
ton, D.C. 20250–9410 or call (800) 795–3272 (voice) or (202) 720–6382 (TDD). USDA is an equal opportunity provider and employer.
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Tax Classifications of Woodland Property

Your woodland property may be taxed using one of the following three tax classifications:

1. Personal property.

2. Investment (income-producing) property.

3. Business property.

The tax rules vary considerably with each classification. For each tax year, you must determine 
your woodland property’s tax classification based on the following determining factors:

• Why you own the property.

• How you use the property.

• Your activities on the property.

Identifying Types of Activity 

If you do not use your woodland property to produce 
income, you may classify it as being held for personal 
use. For example, your primary purpose for owning the 
property may be for personal enjoyment, such as for a 
family retreat or for personal hunting and fishing, rather 
than for making a profit.

Reporting and Tax Forms 

Use Form 1040 Schedule D and the new Form 8949 
to report capital gains from the sale or exchange of 
personal property.

The adjusted basis of personal property is the original 
cost or other value of the property as determined under 
the tax law, adjusted for subsequent changes (see  
pages 12 through 14 for a discussion of basis).

To calculate the amount of capital gains made from 
the sale of personal property, subtract the property’s 
adjusted basis and selling expenses from the gross sale 
proceeds.

Personal Property

Qualifying for the Best Tax Treatment

Please note that, as a landowner, you may face tax 
disadvantages for owning personal property. For 
example, your losses on the sale of personal property are 
generally not deductible except as casualty losses as a 
result of fire, storm damage, or theft. Gains from the sale 
of personal property are taxed as capital gains (Internal 
Revenue Service (IRS) Publication 544).
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Identifying Types of Activity 

Woodland property held for an income-producing pur-
pose may be considered an investment when the activity 
does not rise to the level of a trade or business.

The sale of standing timber that is held as an investment 
is taxed as a capital gain. Capital gains are defined as 
either long-term or short-term gains.

If you owned your timber for 1 year or less, the capital 
gains from your timber sale are considered short term; if 
you owned your timber for more than 1 year, the capital 
gains from your timber sale are considered long term.

Expenses for woodland held as an investment are de - 
ductible, but such deductions (together with other mis-
cellaneous itemized deductions) are subject to 2 per cent 
of your adjusted gross income (AGI) floor (see page 18). 
Only the excess amount of more than the 2-percent floor 
is deductible. This limitation is a disadvantage when  
compared with deductions allowed under the business 
classification—see next section—in which all expenses 
are deductible, although other restrictions also apply.

Qualifying for the Best Tax Treatment

You must have a profit objective to claim an investment  
status for your woodland. One of the best ways to docu - 
ment a profit objective is by including income production 
in your woodland management plan.

Timber owned primarily for generating profit may be 
classified as either an investment or a business property. 
The distinction between an investment and a business 
is based on specific circumstances. If your acreage is 
relatively small, with infrequent sales transactions, you 
may prefer to claim it as an investment to simplify the 
filing process.

Reporting and Tax Forms 

Use Form 1040 Schedule D and the new Form 8949 
to report gains from the sale of standing timber held as 
an investment. It is prudent to file a Form T (Timber), 
Forest Activities Schedule, if you claim a deduction for 
the depletion of timber (see page 16).

Report timber management expenses for woodland held 
as investment on Form 1040 Schedule A (see page 18).

Tax Classifications of Woodland Property

Investment (Income-Producing) Property



Federal Income Tax on Timber: A Quick Guide for Woodland Owners

4

Identifying Types of Activity 

A business is an activity you regularly and continuously 
engage in primarily to make a profit. Although both 
in vestment status and business status require clear for-
profit objectives, a business carries out timber activities 
on a more regular, active, and continuous basis than an 
investment. Which status applies depends on the specif-
ics of each case.

If the profit objective is not met, your activity may be  
considered a hobby rather than a business. Losses that 
are deductible for a business are not allowed for a hobby.

Qualifying for the Best Tax Treatment 

The IRS lists a set of factors to determine profit motive 
from an activity:

• Does the time and effort you put into the activity 
indicate an intention to make a profit?

• Do you depend on income from the activity?

• If losses are incurred, are they because of circum-
stances beyond your control or because the business 
is in the start-up phase? 

• Have you changed methods of operation to improve 
profitability?

• Do you and your advisors have the knowledge needed 
to carry on the activity as a successful business?

• Have you produced a profit in similar activities in the 
past?

• Does the activity produce a profit in some years?

• Can you expect to make a profit in the future from the 
appreciation of assets used in the activity?

The IRS presumes a profit motive if profit is realized in  
at least 3 of the past 5 years. Such profit, however, includes  
the appreciation of asset, which is more relevant for the  
case of timber. You may have to prove a for-profit intent  
in case of an IRS audit. One of the best ways to document  
a profit objective is by including income generation in 
your woodland management plan.

Reporting and Tax Forms

Business: Use Form 4797 and Form 1040 Schedule D 
for qualified sale of standing timber (Section 631(b)) 
(see page 8). For the sale of cut timber, if elected, report 
qualified capital gains portion on Form 4979 and Form 
1040 Schedule D, and the ordinary income portion on 
Form 1040 Schedule C (Section 631(a)) (see page 9). 
Deduct woodland management expenses on Form 1040 
Schedule C (see page 19).

Hobby: Use Form 1040 to report income from a hobby 
activity that is taxable as “Other income.” Report hobby 
expenses, deductible up to hobby income, on Form 1040 
Schedule A. Hobby losses, in general, are not deductible.

Business Property

Business or Hobby
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Tax Classifications of Woodland Property

Business Property

Identifying Types of Activity 

Your timber activity may be a business if you regularly 
and continuously engage in it primarily to earn a profit. 
Your participation in the business may be active or passive.

To be actively engaged in business, you must materially 
participate in the business activity; otherwise, your 
participation may be considered a passive activity.

For passive activities, the deduction of a business loss 
(expenses exceeding income) is restricted: loss from 
passive activity cannot offset income from nonpassive 
activity (such as retirement income, salary, or self-
employment income). You can, however, carry over the 
unused losses to future years.

The passive loss rules apply to individuals, partners, 
members of LLCs, and S corporation interests, estates, 
and trusts.

Note: In general, woodland held as investment is not 
subject to the passive loss rules.

Qualifying for the Best Tax Treatment

Material participation in the business may help avoid 
passive loss restrictions. To materially participate, your 
involvement must be regular, continuous, and substan-
tial. If you meet at least one of the following tests, you 
are considered a material participant in your business.

• You participate in the activity for more than 500 
hours during the tax year.

• Your participation constitutes substantially all of the 
involvement in the activity during the tax year.

• You participate for more than 100 hours in the 
activity during the tax year and no other individual 
participates more.

• Your participation in all of your significant participa-
tion businesses, including timber, exceeds 500 hours 
for the tax year (a significant participation activity is 
defined as a trade or business in which you partici-
pate for more than 100 hours).

• You materially participated in the activity for at least 
5 of the preceding 10 tax years.

• All facts and circumstances indicate material partici-
pation (a minimum of 100 hours is required).

Reporting and Tax Forms

Compute passive business losses on Form 8582.

Keep records on the time spent managing the property to 
support your participation in the woodland business.

Material participation must be established on an annual 
basis.

Passive Activity
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Business Property

Identifying Types of Forest Activity

Woodland owners may own farmland and engage in 
farming operations. Farmers may own timber, either as 
a minor part of their farming business or as a separate 
timber operation.

In general, growing timber is not treated as part of the 
business of farming for many income tax provisions, 
such as expensing water and soil conservation costs and 
endangered species recovery costs (total deduction of 
such expenses are limited to 25 percent of gross income 
from farming) and income averaging for qualified farmers.

Standing timber sales may be capital gains (provided 
they meet the requirements; see pages 7 through 9), but 
sales of farm crops, in general, are considered ordinary 
business income.

Qualifying for the Best Tax Treatments

According to IRS Publication 225, you are in the business 
of farming if you cultivate, operate, or manage a farm for 
profit, including “livestock, dairy, poultry, fish, fruit, and  
truck farms” and “plantations, ranches, ranges, and or - 
chards.” This definition typically does not include timber.

The tax rules for timber sales (see pages 7 through 9) 
apply to farmers who also own timber.

As a woodland owner and a farmer, you may deduct and 
amortize qualified reforestation costs (see page 15).

If you are a farmer, you may expense tree-planting costs 
under the Conservation Reserve Program, along with 
water and soil conservation expenses up to 25 percent of 
gross farming income. This deduction rule is not avail-
able to woodland owners.

Reporting and Tax Forms

Use Form 1040 Schedule F to report farming income 
and expenses, including minor sales of logs, firewood, 
or pulpwood if timber is a minor part of your farming 
operation.

If you are a woodland owner or a farmer who also owns 
timber, use Form 1040 Schedule D and Form 8949 to 
report the sale of standing timber owned as capital asset 
(see page 7). Report investment timber expenses on 
Form 1040 Schedule A (see page 18).

Use Form 4797 and Form 1040 Schedule D to report 
qualified capital gains for a timber business (see pages 8 
and 9). Report timber business expenses on Form 1040 
Schedule C (see page 19).

Farming
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